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Request for Assistance From Persons with Knowledge of AID Projects 





As a result of its recent reorganization, the United States Agency 
for International Development (AID) has established.a Studies Division 
within its newly created Office of Evaluation, The function of the div- 
ision is to analyze the intended and unintended impact of alternative 
types of development projects and programs on the income, nutrition, 
health, and demographic behavior of low income people and on the 
socio-economic and environmental systems on which their present 
and future welfare depends. 


The Division will try to find out what has been learned from past 
experience by tapping the knowledge of social scientists and develop- 
ment practicioners, and especially that of host country nationals and 
the intended beneficiaries of development assistance, While it is 
expected that the division will conduct field studies, commission re- 
ports and organize workshops, it will not fund basic research, 


It would be very helpful to the Division's staff if individuals who 
have had extensive experience with AID projects or programs would 
write a letter indicating their name and address, their discipline or 
profession, the countries in which they have observed AID activities 
in depth, and the nature of the activity they have observed, Both 
constructive criticism and observations on projects or programs 
that seem to be working well are of particular interest, Please send, 
directly or via the AID Mission in your country, to: 


Allen Hoben PPC/E 

Chief, Studies Division 

Room 3673 NS 

Agency for International Development 
Washington, D.C, 20523 

0. 3, A. 
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In the local office of ANCAR in Garanhuns, 
Pernambuco, Brazil, a farmer is getting inform- 
ation ona loan, ANCAR--Northeast Association 
for Rural Credit and Assistance--supplies finan- 
cial and technical services to small farmers in 
nine states of northeast Brazil, (Photo: United 
Nations) 











Broadening the Access to Credit 


Donna Vogt, Associate Editor 
Development Digest 


The articles which follow are addressing in various ways the 
basic question: how can credit be made available to people with 
small incomes? Most people are interested in finding ways of 
improving their lives, and credit can give them opportunities to 
earn more money and improve their standard of living. Borrowed 
money can be used to launch new undertakings and income genera- 
ting projects, including those that could increase agricultural pro- 
duction. Von Pischke's article, however, questions the reality of 
the 'need'' for rural credit which is often accepted without ques - 
tion. For example, many farmers claim to need more credit, 
but they could improve their productivity without purchased in- 
puts simply by good husbandry. However, there are certainly 
many Occasions when farmers are unable to adopt a new techno- 
logical improvement requiring purchases beyond their means 
unless they can obtain a loan for that purpose. 


A credit system encompasses both private and public banks and 
other types of lending, including informal credit from traders and 
money lenders. A credit system requires the repayment of money 
to the lending institution, which will then be able to relend it to 
other individuals or groups. The process of lending money has its 
own costs: the people who write checks, process applications, sign 
vouchers, etc. must be paid for their services. The rate of price 
inflation in a country should also be calculated in the total costs of 
lending money. Both administrative costs and inflation costs must 
be covered in the repayments so that the pool of lendable funds can 
be replenished to make money available to the next borrower, The 
above has been called by Roger Soles the condition for an "econom- 
ically viable'' credit system, And it is this viability which not 
only allows programs to stay alive, as many fail to do, but gives 
them the potential to grow larger and to serve more people. 


The majority of formal lending institutions, whether public or 
private, provide virtually no access to credit to woren or landless 
workers, and relatively little to tenant farmers and small land 
owners. ‘There are however, certain traditional mechanisms 
around the world which have at times fulfilled their needs. Bou- 
man describes the rotating savings and credit societies (RoSCAS) 
as one financial mechanism which lasted a long time, Roger Soles 
describes the methods by which the Inter-American Foundation 
has assisted projects in Latin America that can successfully pro- 
vide credit to groups who have had little access to credit from 
formal banking institutions, Bhatt discusses the innovative methods 








developed by a private commercial bank which has elicited sav- 
ings deposits from and made secure loans to the relatively poor, 
thereby increasing its capital to become a highly successful 
banking institution, 


All the articles give the impression that there is a demand for 
credit by poor people much greater than the established institu- 
tions have been able to meet, One reason is the prevalence of 
interest rates that are too low: lenders cannot remain in opera- 
tion without subsidy unless an interest rate is charged which will 
at least cover their costs, and preferably give them some profit, 
Higher interest rates, as discussed in the Soles and Von Pischke 
articles, become the keys to survival of credit programs serving 
the low income groups, and also to attracting capital into such 
programs so that they can serve more people, 


Private money lenders, often shopkeepers or neighboring land- 
owners, fulfill many of the credit needs of the poor, and generally 
charge high interest rates. Yet these rates, though they seem out- 
rageous at times, are more necessary than is often thought for the 
lender to cover the costs and risks of lending money, which must 
also include the inflation rate if the lender's capital is not to be 
lost, 


A "group credit" system is the method by which loans and their 
repayment are made the responsibility of organized groups rather 
than of individual borrowers, Groups may label themselves asso- 
ciations, clubs, or cooperatives, but they all accept the joint res- 
ponsibilities of use of the money, and for the repayment of money, 
When both borrower and lender objectives are met by the group, 
the members get the experience of working together, of participa- 
ting in the decision making aspects of the joint venture, and sharing 
the control and responsibility, This process is most successful 
when there is a previous history of association in which a feeling 
of social solidarity and trust has slowly built up among the member- 
ship. Group credit may have negative results when some members 
default leaving others in the group responsible for increased debt, 
But successful group credit projects mean that some people are 
able to start income generating activities, i.e, trading, or handi- 
craft production which can help them earn money to repay their 
loans and make a profit besides, 


Whether the borrower is an individual or a group, collateral 
for a loan is considered necessary by most lending institutions to 
insure repayment, And finding acceptable collateral is difficult 
for rural women who very seldom have land titles, nor do tenants 
or landless laborers, Other kinds of collateral may be used, such 
as a cow, ora zinc roof; but often these people have few if any 








possessions of value. Bouman's article suggests using the tra- 
ditional rotating savings and credit fund payments as collateral, 
which might sometimes be a method for getting credit to people 
who lack assets. 


Many people question whether borrowers who are extremely 
poor ought to be charged interest rates which are high enough to 
cover all of the lenders' costs, and especially when they are bor- 
rowing from government credit agencies, One rationale behind 
charging subsidized low rates is that the poor need to be intro- 
duced to the process of borrowing gradually, so that they can 
learn the management skills which will in the end allow them to 
take on the responsibility of repayment, In this approach, it is 
usual for uses of credit to be controlled, so that the money will 
go to finance productive inputs and thereby create conditions for 
repayment, If this method is used, however, there should bea 
termination point to the period of learning and subsidy: setting 
a specific time limit on the low interest rates would avoida 
dependency relationship of indefinite duration, 


Finding methods of getting credit to low income people is a 
difficult problem, Credit can open doors to productivity that 
would otherwise be barred, and the experience of managing 
funds can be a valuable one for borrowers, Charging interest 
rates that will cover costs is one necessary ingredient for any 
credit program; group credit when successfully managed, can 
extend a credit program's reach, Beyond that, each country 
and locality have particular situations and ways of looking at 
credit problems, and--as with many development solutions -- 
the long term, locally adapted solutions are the most likely to 
succeed, 








When Is Smallholder Credit 
Necessary? 


J. D. Von Pischke 


[ This article strongly questions the frequently asserted "need" 
of small farmers for access to low-interest credit to enable 
them to adopt technological improvements, In many cases 

credit may be unnecessary, in others it may be useless, and in 
most circumstances low interest rates do more harm than good. | 


Credit as a Need 





One reason for the importance frequently 
attached to small farm credit as a vehicle 
for rural development in Africa is the belief 
that the lack of small farmer access to credit 
constitutes a critical constraint to the adoption 
of improved inputs and modern technologies 
which can lead to increased incumes and en- 
hance rural welfare, This belief, which may 
be called "'the small farmer credit need-creed", 
is articulated in development plans such as 
those evolved in Kenya. 


If farmers are to adopt improved farming 
methods such as the use of improved live- 
stock, better seeds and pesticides etc., they 
will require credit, especially short term 
credit, to help them purchase these in- 

puts. (emphasis added) [1970-74 plan] 





Eric Clayton adds that: 


In Kenya, loan funds are needed by the 
farmer for such things as the purchase 
of fencing wire, improved livestock, 
cash crop planting material, water tanks, 


Mr. Von Pischke is an agricultural credit 


specialist with the World Bank, Washington, 
D. C., 








sprays, the installation of water supplies and buildings, 
It is needed too for payment of hired labor to undertake 
bench terracing and cash crop planting and to finance 
the 'waiting' or zero-income period before cash crops 
come into bearing, (emphasis added) 


The 'need-creed" is also expressed by economists such as 
the World Bank's Uma Lele, who wrote: 


Modernizing agriculture requires large infusions of credit 

to finance use of purchased inputs such as fertilizer, im- 
proved seeds, insecticides, additional labour, etc... 
Because savings in traditional agriculture tend to be rela- 
tively small at initial stages of development, increased 
demand for working and fixed capital must largely come 
from increased supply of credit... Small farmers have mea- 
ger internal resources and, therefore, are most in need of 
production credit, (emphasis added) 








Statements of this need-creed are frequently based on a number 
of assumptions which may not always be valid when applied toa 
specific rural situation, The first is the pre-development blank 
page. Before the development planner or aid mission arrived on 
the scene there would appear to have been no stocks or flaws 
worth bothering about or large enough to allow those managing 
them any realistic alternatives, But it seems unrealistic to 
assume that most smallholder economies today have remained at 
a subsistence level, Relative to this picture of stagnant traditional 
agriculture it is also assumed that the requisite inputs for change, 
or at least their financial analogues, are massive and indivisible, 
But field trials on farms and on experimental stations in Western 
Kenya have demonstrated that local maize yields can be increased 
from 8,8 bags to 21.8 bags per acre simply by good husbandry, 
without fertilizer and without improved seeds, (Good husbandry 
is defined as early planting, recommended planting density and 
clean weeding until tasseling time.) The possibility that change 
may occur gradually, and that it could involve a succession of 
small increments--as would be consistent with the high degree of 
risk aversion frequently ascribed to peasant cultivators--is dis- 
missed by need-creeders, Also disregarded is the possibility 
that development may actually enable cultivators to save, indeed 
that it would give them an incentive to save, and that these savings 
could often be sufficient to finance further growth through on-farm 
reinvestment by the savers themselves, 


Despite the great leaps in farm output that are projected in 
many project appraisal documents, it frequently appears that the 
project designers do not expect the financial priorities of participa- 
ting farmers to alter significantly within the planning horizon, The 








provision of savings facilities, for example, is rarely part of rural 
development projects which include credit schemes, The old, and 
presumably hand-to-mouth patterns of resource allocation at the 
farm level are evidently expected to persist in spite of the multitude 
of changes to be introduced and induced by the project, so the farmer 
will remain with insufficient cash to meet the financial requirements 
of the changes envisaged. On this assumption schemes and public 
sector institutions are established which, for a variety of reasons, 


often provide credit at less than its accounting cost and at less than its 


opportunity cost to the economy. 


The Need-Creed and Capital Market Considerations 





The need-creed reflects the widespread belief that small 
farmers are "poor, '' and therefore suitable receptacles for sub- 
sidies of many types including subsidized credit, Indeed, it would 
appear that most institutional attempts to provide small farmers 
with credit in Africa are subsidized. Evidence rests in: a) the 
financial statements of specialized farm credit institutions, whose 
position is weak and unprofitable (unless earnings from large scale 
agricultural lending or from mainstream commercial activities 
are available to offset the losses incurred on small scale loans), 
implying that credit is provided below its accounting cost; b) the 
provision of capital to agricultural lenders on soft terms, inclu- 
ding an interest rate below going rates; or c) agricultural interest 


rates which are below those charged to borrowers for commer- 
cial and industrial activities. 


Systems of agricultural finance in LDCs which are heavily sub- 
sidized generally fail to serve very many of the rural population, 
They also usually fail to attract private domestic resources, inclu- 
ding potential deposits from the liquidity generated and held by the 
rural sector, Specialized agricultural banks in LDCs are often not 
financially or administratively strong enough to compete for local 
funds in the market place, or to attract and develop the expertise 
in operation and management which is required for the solicitation 
of deposits from those with funds to place, The causes of this 
institutional immaturity are frequently related to the require- 
ment that interest rates be kept low on the assumption that small- 
holder agriculture is not capable of, or should not be subjected to 
paying the full costs of the funds it borrows, Interest charges, and 
thus the earnings of agricultural lenders, are consequently limited, 
and the high costs of lending to small farmers therefore lead to 
losses, Hence the inability to generate independently or attract the 


funds required for dynamic institutional development or even to halt 
capital impairment, 


The spread between the going deposit rate of interest necessary 
to attract local savings and the permitted agricultural lending rate 
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is too small to cover the overheads of the lender; so private local 
deposits, for which the going deposit rate must be paid, are not 
even solicited, Treasuries and foreign donors prop up the 
exercise with soft money and other subsidies, With this sup- 

port, agricultural credit institutions may not be stimulated 

to go to the local money market or, more importantly, to the 

rural areas in search of funds for relending. These institutions 
are irequently isolated from local capital markets and from the 
rural economies they were designed to serve, They remain 
capital-city or enclave-economy entities, and public-sector ap- 
pendages, not dynamic links between rural people and the finan- 
cial sector, Such lenders must exercise severe credit rationing, 
because low lending rates stimulate excess demand for their loans, 
and because supply is held down by their inability to attract funds 
from domestic markets or to generate their own resources in the 
form of retained earnings, Credit severely rationed usually 
means credit for the few. The difference between private and 
social costs which such credit programs are ostensibly designed 
to rectify are frequently exacerbated by these schemes' performance, 


The tendency of subsidized agricultural credit programs to serve 
rural elites rather than poor farmers has been explored by Dale 
Adams and others, using data from Brazil and other Latin American 
countries, These data suggest that low lending rates and consequent 
difficulties in attracting funds force lenders to use more stringent 
credit rationing than would otherwise be required, Rationing is 
frequently accomplished by lenders' making a few large loans rather 
than many small loans, given the economics of loan administration, 
Thus small farmers are rationed out of the market, The large 
farmers receiving credit at subsidized rates, sometimes even 
below the prevailing rate of inflation, are able to expand their 
asset portfolios and diversify out of agriculture, This observa- 
tion negates any equity justification for the provision of subsi- 
dized credit to agriculture, since it tends to flow toa select group 
of large farmers, 


The lack of formal credit institutions capable of intermediation 
in rural areas (because low lending rates make it difficult if not 
impossible for them to venture into these markets without 
incurring losses) means that rural savings in the form of cash 
cannot easily or conveniently be converted into interest-bearing 
financial assets, and that rural savings potential remains untapped 
and unstimulated. The lack of deposit facilities in rural areas 
results in low levels of rural deposits, reinforcing the belief that 
rural people are indeed ''poor", unable to save, and deserving of 
subsidized credit for developmental purposes, In fact, however, a 
larger number of farmers can save than can borrow from institu- 
tional sources, In even the most highly developed financial systems, 
the total number of deposits lodged with financial institutions ex- 
ceeds the total number of loans made by these institutions, 
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An alternative approach, based on lending and deposit rates 
determined without direct government regulation by supply and 
demand in the market, has been attempted in several non-African 
developing countries with surprising results, Financial services 
meaningful to rural people will grow independently to the extent 
that it is profitable to serve rural markets, It is profitable to 
serve rural markets only when the price is right, and "low'' interest 
rates are virtually never the right price, The fact is that the rural 
economy includes the bulk of the population, and a substantial por- 
tion of value added, This makes it virtually impossible for govern- 
ments in Africa, usually having only a narrow range of tax and 
other revenue sources, to provide subsidies sufficient to spread 
non-profitable rural credit very widely. 


Situational Approaches to the Role of Credit 





There are no doubt cases in which the development process 
faces bottlenecks in the form of indivisibilities in the required 
investments, i, e. items which must be financed on a large scale 
or not at all, and for which there is no good (smaller) alternative, 
But this is not usual; and it would be useful to place credit in its 
proper context as simply one form of capital, or one alternative 
financial resource, As such, credit could be replaced by other 
types or sources of capital should these alternatives yield higher 
returns to the farmer or the economy, In fact, institutional credit 
may not be required at all, and ''needs'' might be adequately met 
by moneylending in the local informal market--especially friend- 
ship and kinship loans, 


A more qualified and perhaps oblique approach to credit in 
agricultural development is made by John Mellor: 


There is a common tendency to give excessive emphasis 

to credit as a means of solving the problems of the lowest 
income farmers and too little attention to the credit needs 
of the middle and higher income farmers, Ina traditional 
agriculture, credit needs lie largely with the lowest income 
farmers and their needs are largely for consumption credit, 
With modernization the credit needs of the medium and high 
income farmers increase rapidly and their credit needs are 
largely for production credit. (emphasis added) 














Credit is not homogenous, The uses to which it is put, controlled 
to some extent by lenders, are numerous, The terms on which and 
the channels through which credit is issued vary widely, Likewise, 
the rural community is not homogenous; and patterns of credit use 
or credit use potential could be expected to vary with the size and 
nature of the asset structure and economic flows managed by differ- 
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ent individuals or firms, Financial priorities are not uniform or 
constant, ''Needs'' are more subtle and complex than is suggested 
by bald expressions of the need-creed, 


However, Mellor's classification of productive and consumptive 
needs would appear to break down in theory and in practice, The 
distinction between production and consumption credit may be 
challenged by these FAO observations on the nature of the peasant 
farm and its decision-making dynamics: 


It is only at later stages of agricultura! development that 
the productive element in agricultural credit gradually in- 
creases, As long as agriculture is not a business but a way 
of life, cost price is a sheer fiction, household and farm 
expenditure an inextricable knot, and it will be impossible 
to draw a clear borderline between credit for consumptive 
and credit for productive purposes, 


Accounting theory also suggests that distinctions between pro- 
duction and consumption credit are less than watertight, Credit 
is essentially fungible: each shilling in a farmer's pocket or ina 
bank account is like every other shilling in his pocket or account, 
When an additional shilling is added, its identity by source is 
essentially lost, An input supplied on credit here may free funds 
which the borrower would otherwise have used for the purchase of 
that input to be used for a little consumption or investment there, 
The purpose for which credit is given is not necessarily the same 
use of funds, or the only use of funds, which is in fact expanded 
as a result of the increase in resources made available to the 
borrower. Doubtless many who talk about farm development to 
their bank managers use their loan proceeds for investment in 
taxis, shops or school fees, or even colossal binges, Even when 
loans are given in kind, as when disbursements are made by the 
lender directly to suppliers against their invoices, loan diversion 
is not infrequent: suppliers and borrowers may conspire to sub- 
mit fictitious claims, or borrowers may resell the credit goods 
to obtain cash for the things they really "need", 


An element of circumspection in approaching the role of farm 


credit in rural development is found in the 1973 ILO study of 
employment in Kenya, 


It is frequently argued that a shortage of working capital or 
seasonal credit is a serious hindrance to the adoption of 
new technologies and farming practices that require either 
purchased inputs or hired labor, The three types of cases 
in which such a shortage is most likely to be restricting 
agricultural development are: 
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a) cases in which the farmer, lacking purchased inputs, is 
unable to generate domestic savings... 


b) cases in which the purchased input or development item 
is available only ina relatively large indivisible quantity... 


c) cases in which there is a long period between investment 
and the beginning of a cash flow from the investment, ,. 


This statement provides a constraint-orientated strategy for credit 
deployment which goes well beyond the vague concept of the need 

for credit, The need-creed contains the implicit assumption that 
farmers or the rural capital market are not able to supply funds for 
the purposes which 'need'' credit, The view expressed in the ILO 
report challenges this assumption, properly implying that the real 
world contains a graded range of relevancies and irrelevancies: 
farmers may not always require credit when the specified condi- 
tions are present, For example: what is meant by domestic 
savings? Some Kenyan smallholders who do not save any of their 
farm income seem able to develop their farms from the proceeds of 
remittances from urban wage earners within their extended families, 
This may imply "extended firms''as well, given the classificatory 
problems of splitting the peasant economy into firms and households, 


The discussion of savings in peasant agriculture is easily con- 
fused by the non-monetized nature of a portion of the farm-firm's 
productive activity. Some observers may restrict their definition 
of savings to cash surpluses, which is consistent with the conven- 
tions of modern finance and credit: i.e., principal amounts are 
expressed in monetary terms, loans are repayable in cash, etc, 
Rural capital formation involves non-cash elements, however, In 
Murang'a District in Kenya the writer found examples of substan- 
tial increases in cattle herds coupled with virtually no cash invest- 
ment in the enterprise. Non-cash assets may be available for 
liquidation when farmers require cash for innovations: acquisitions 
of grade cattle may be financed by the sale of native stock; or trees 
may be sold in situ or converted into charcoal when cash is required. 
In Malawi the state-owned supplier of agricultural inputs offers a 
discount to cash purchasers of lorry load lots of fertilizer, and 
delivers the fertilizer to the point designated by the buyer--an im- 
portant consideration given the state of the infrastructure in Malawi. 
Small farmers (10 acres is a large farm in Malawi), without access 
to credit for inputs or for farm development, have in many instances 
grouped together on their own initiative for the purchase of a lorry 
load for delivery to their village, overcoming problems of indivisi- 
bility through joint action, 


To return to the consideration of alternative approaches to the 
role of credit, it should be noted that some observers are openly 
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skeptical of the need-creed. In Arthur Mosher's classic manifesto, 
credit is included among the "accelerators" of agricultural develop- 
ment rather than the "essential" conditions for change (accelerators 
will speed productivity growth but are not indispensable to it), 


We must keep in mind that the purpose of production credit 
is to enable farmers to purchase productive equipment and 
supplies. Credit is therefore less important to agricultural 
development than is the ready availability of such supplies 
and equipment at convenient nearby markets, But where 
effective and profitable production supplies and equipment 
are available nearby, and where farmers have facilities for 
learning how to use them, production credit can accelerate 
the adoption of improved practices, 


It is of course possible that credit could be a critical constraint if 
all of the essentials were operative and available to farmers, 
Rarely, however, would the development process appear to be this 
neat. The need-creed school generally appears not to acknowledge 
the difference between essentials and accelerators, 


Judith Heyer, an observer of Kenyan agriculture since before 
independence, also suggests that credit, especially subsidized 
credit to smallholders, should be used very cautiously in rural 
development schemes. 


It is generally assumed that it is necessary to extend 
credits to small scale farmers to enable them to purchase 
modern inputs and to raise productivity... Only if it can 
be shown that farmers are critically short of finance, and 
that there are profitable investment opportunities open to 
them (and these two situations do not usually occur together 
in Kenya's small scale farming areas), should a credit 
scheme be incorporated ina pilot program, 


This observation stresses the interplay of factors internal and 
external to the farm in the determination of the usefulness of 

farm credit. David H. Penny uses data he gathered in Indonesia 

to illustrate that farmers' willingness and ability to use credit 
productively for farm development is a function of their "economic- 
mindedness, '' which may be translated roughly as commercial 
outlook. Landed farmers who were not economic minded and who 
used credit were likely to end up as indebted tenants in several 

of Penny's Indonesian villages. 


It is not capital or credit they lack, but the motivation to 


use resources for development, Until governments realize 
this point, and act accordingly, money will continue to be 
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lent to farmers without a corresponding increase in pro- 
duction, 


More generally, Penny concludes that: 


A government credit program will be profitable to the govern- 
ment itself, and to the economy as a whole, only if: 


1) there is unexploited productive potential in the 
farming areas where the loans are to be made; 


2) the farmer-borrowers and the lenders know what 
the economic opportunities in each locality are; 


3) the farmers are willing to borrow and to use the 
loans productively, and 


4) steps are also taken to raise the propensity to save, 


A less extreme but equally critical case is put by E. B. Rice in 


his summary of the Spring Review of Small Farmer Credit (spon- 
sored by A.I.D.): 


With respect to the role of credit, the conclusions are 

that credit is necessary in the long term process of capital 
formation on small farms, but that an infusion of new 

public credit is not always needed and the conditions under 
which these funds can successfully affect small farmer 
productivity are more restrictive than commonly supposed, 

If technologies and markets are not set to reward small farm 
adopters for taking risks and investing in borrowed funds, 
credit from whatever source will be wasted... Small farmers... 
are seen to respond to suitable incentives, and to invest in 
new technologies, Here the source of funds is not only 
institutional credit but also on-farm savings and informal 
money lenders, especially for investments that don't include 
any large, lumpy expenditures. In fact these other sources 
are often adequate to finance the initial period of technological 
change. If small farmers are not adopting an allegedly 
improved technology for basic food crops, the explanation 
usually does not involve the lack of credit. 


[ Extracted from "A Critical Survey 

of Approaches to the Role of Credit 

in Smallholder Development, '' Paper 

presented to the Eastern Africa Agri- 

cultural Economics Society conference 
in Lusaka, Zambia, May 1974.] 
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Successful Rural Credit Projects in 
Latin America 


Roger E, Soles 


[ The Inter-American Foundation, directly funded by the U.S, Congress 
(separately from A.I.D.), supports by grants projects in Latin Amer- 
ica, Some of these provide credit for relatively poor groups not norm- 
ally eligible to receive commercial bank loans, This article reviews 
that experience, and finds that financial success in such credit pro- 


grams hinges on seven qualities, among which local control by small 
groups is prominent, ] 


Agricultural credit is a major developmental 
problem in Latin America, Countries are poor 
and capital resources are scarce--in the country- 
side they are scarcer still, Moneylenders charge 
exorbitant interest rates, Yet to get banks to lend 
to farmers, laws must cften be passed requiring 
them to do so, However, the banks operate under 
laws holding down interest rate charges to a maxi- 
mum amount, so that in the face of inflation their 
loans can become subsidies to the farmer, To 
avoid high administrative costs and losses on such 
loans, the banks allocate their funds to a few large 
"credit-worthy" clients rather than making small 
loans to numerous small farmers, The scarce 
capital thus becomes skewed in its distribution. 
While the modern and oftentimes export-oriented 
agricultural sector may then grow and progress, 
the small farmers tecome increasingly by-passed 
and ''marginalized'" to that development, even 
though it is their aggregate production of basic 
foodstuffs that permits the system to survive, 


Unlike the weather, which everyone agrees upon 
but does nothing about, nearly everyone is attempt- 
ing to resolve the rural credit problems of Latin 


Dr. Soles is an agricultural economist 
with the Inter-American Foundation in 
Rosslyn, Virginia. 
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America. The major donor agencies like AID, IDB and the World 
Bank have probably allocated well over one billion dollars to resove 
this persistent problem, Compared to such magnitudes, the 75 
credit projects, which the Inter-American Foundation (IAF) has sup- 
ported with a mere $20 million in its first five years of existence, 
seem paltry indeed, These projects range in size froma mere 
$4,000 rotating credit fund for a group of campesinos to a $1 million 





grant for equity capital to the Latin American Confederation of Cre- 
dit Unions, Aside from the major foreign assistance donors, many 
private sector organizations and smaller public programs are ad- 
dressing the credit needs of the lower income level peoples of Latin 
America. Furthermore, in actively seeking new ways to address 
the traditional and hard core poverty and developmental problems, 
many organizations are shedding new light on the issues involved, 
Their activities are providing increasing evidence that the small 
farmer can be a meaninful producer and participate .in developmen- 
tal processes, ‘The IAF projects in particular demonstrate that 
local, regional and even national organizations which are designed 
by, and with the intensive participation of the small farmer can in- 
deed be viable and efficient instruments for improving their lives, 


Criteria of Success 





For purposes here, ''successful credit programs" shall be de- 
fined as having three interrelated and necessary conditions: 1) that 
they make credit resources available to those who have not had 
access to non-usurious credit before; 2) that the programs charge 
sufficient and flexible interest rates that they are economically 
sustainable ventures; and 3) that they obtain repayment of out- 
standing loans in a timely and efficient manner, 


Thus, success is first equated with credit resources being made 
available to the poorer strata of the society. Most credit programs 
do not penetrate down deep enough into the society and they end up 
chiefly benefiting the middle classes, Indeed, such programs are 
often accused of allowing their portfolios to "creep upward" over 
time to serve the upper classes and larger landlords.. . not only 
to the mere exclusion of the rural poor, but also to the detriment 
of the poor by increasing the "push factors" of rural to urban 
migration, solidifying the status quo structures, etc, 


Yet, among the credit projects which the Inter-American Founda- 
tion has supported are numerous examples of efficient and effectively 
functioning credit systems which serve the poor, They are found not 
only among the traditional minifundista and small landowners, but 
also among the micro-parcel owners who have to engage in artisan 
activities or seasonal wage labor, or find other sources of income to 
sustain themselves, Similarly, in a few instances there are viable 
credit operations among tenant farmers, There are few projects, 
however, among sharecroppers or rural wage earners--who are at 





16 








the bottom stratum of rural society, While some such persons may 
be participants in some credit programs, they are not the primarily 
intended beneficiaries. With this exception, however, most of the 


credit programs supported by the IAF do aim at reaching the poorer 
strata of society. 


The second measure of success is a two-pronged version of 
economic viability, One prong is simply that a positive real rate of 
interest must be charged on the loans. Inflationary pressures and 
the erosion of credit programs' capital have been all too frequent in 
the Latin American experience, If as much, if not more, real value 
is not repaid into the credit system as is used up (by both lending 
costs and inflation) while it was loaned out, the system will wind it- 
self down, Of course, the larger the system's fixed cost and admin- 
istrative margin, or the faster the price inflation, the quicker the 
funds can erode, Thus, one measure of economic viability, which 
would permit but not guarantee a sustained functional system, is the 
charging of a positive real rate of interest--one which exceeds the 
rate of inflation plus the costs of lending. 


The other component of economic viability is a high rate of loan 
repayment; or conversely, a low rate of loan defaults.- As a rule of 
thumb, a credit system cannot "lose''a higher percentage of the 
total value of its loan than the real rate of interest it charges on its 
loans, For example if a no-overhead-cost, no-inflation system 
loaned 100 units of credit and charged a rate of interest of 6% or 6 
units, it could ''afford'' to lose nearly 6 units in bad or non- 
recoupable loans and still be a sustained and viable venture, Losses 
any zreater would mean, of course, that the system would shrink, 
Shrinkage would progressively force it to serve a reduced number of 
clients at the previous average loan size, or to spread the reduced 
capital base over the same clientele with smaller loans per capita. 
While all this may appear no more than "common sense''--which it 
is--this repayment requirement is specifically noted because it is 
rarely mentioned, There appears to bea paucity of such informa- 
tion on repayment rates offered in most analyses and descriptions 
of credit programs. Volumes are written about other matters, but 
rarely do financial institutions--especially the more official types -- 
boast about rates of loan recovery. When some mention is made, it 
often is admitted that the current loan portfolio contains a large 
number or a large proportion of refinanced loans, or loans carried 
over from previous fiscal years, 


Of course, the lending for agricultural production is subject to 
many risks which are beyond the control of the producers--the vag- 
aries of climate and weather, fluctuating prices in the product and 
input markets, and the like. Banks and financial institutions which 
lend to agrarian enterprises are often reluctant to foreclose and dis- 
possess farmers when the borrower's land has been used as collat- 
eral on overdue loans and defaults, The banks' talents do not lie in 
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the management of real estate--particularly of small farms. As an 
alternative, the withdrawing of easily saleable productive factors, e.g., 
a tractor or a cow, which could be used as collateral for a loan, would 
only worsen the productive, and thus repayment potential of their clien- 
tele. All of this is in addition to the political dimension of implementing 
numerous foreclosures. Whatever the rationale for numerous "carry 
overs'' of loans on the books (to make them "balance"'), sucha credit 
program is simply not sustainable r>r viable, 


In sum, the general concepts offered here as criteria for success- 
ful developmental credit programs are: that they make capital re- 
sources available to the poor, and that they be economically viable, 
charging a real rate of interest and recouping a high percentage of 
their outstanding loans, to continue in existence for any length of time, 


Characteristics of the Successful 
IAF Credit Projects 








Seven program characteristics are shared by most of the success- 
ful IAF credit projects: They exhibit a high degree of local control and 
responsibility; they use group credit mechanisms; the projects "have a 
history'' and did not just emerge in response to credit resources 
recently made available; allied to the credit function is found a mix- 
ture of private individual production with some form of community or 
collective action taking place; there is a flexible mix of timely produc- 
tion and marketing credit; they are involved in, or are striving toward 
the creation of a network of capital flows; and finally, many of the 
organizations involved share with the farmers the risks involved in 
rural production processes, 


1, Local control and responsibility over resource allocation appears 
to be the most common characteristic of successful credit projects, 
Local control does not mean grasping scarce capital resources to the 
detriment of others. Local control does mean, however, that the local 
producer has a significant say and participation in the selection of cli- 
ents and in the general usage for which the loans will be made, The | 
precise amount allocated to the total group borrowing often is not deter- 
mined by the local group but is determined as part of a larger program: | 
generally, specified quantities of money are allocated for use within the 
small geographical units, The local control comes into play within the 
group in the selection of borrowers among the member/clients of the 
system, and in the timing of the disbursements of the credit resources, 





2. The credit resources are generally distributed through small 
groups--rather than the loans being allocated on an individual producer - 
by-individual producer basis, The group may then subdivide the money 
or purchased inputs for individual production purposes, But, as far as 
"the system'' is concerned, it is the group which received the loan, and 
the group as a whole is responsible for its repayment, 
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The administrative cost advantage of group credit is obvious, 
The adjective ''small'' is an important qualifier, however, It is not 
possible to say exactly where and at what figure lies the cutting 
edge between small-and-efficient and large-and-cumbersome or 
inefficient. In IAF practice, the membership of sustained group 
credit operations, in which the base group brings the funds into the 
production process, rarely exceeds 25-30. The more common size 
of the successful credit groups ranges from around 8 to 15 members, 
Quite often one finds that the credit groups coincide with various 
forms of kinship or extended family ties. Where the family and kin- 
ship ties do not appear, these small groups have generally evolved 
over a period of individually based credit programs, Thus, one can 
deduce that mutual trust and responsibility, and especially when 
dealing with money and credit, do not spring up overnight with the 
forming of a credit institution, association, or cooperative. Rather, 
effective groups are built up over a long period of testing and tenta- 
tive association, 


3, Related to the above is the success characteristic that a 
group, association, or cooperative has a history which predates 
the introduction of the credit program, In other cases, where 
credit purposes were thought to be the motivating factor for asso- 
ciation and organizing, it appears that the organization had in fact 
been utilizing its own members! savings and/or official banking 
system credits before outside grant or concessional loans were 
received. Conversely, less successful credit projects are often 
those intended to be built around the funds recently made available. 
Often such project designers see credit availability as the organizing 
force that will bring the people together and dramatically increase 
the membership of the organization. But this tantalizing hypothesis 
has rarely been substantiated, Where credit programs are designed 
as promotional devices they rarely work. Where they are a more 
natural outgrowth of previous associative or social organizational 
efforts, and are not "'tacked on'' to shore up otherwise faltering pro- 
jects and entities or to start a new organization that project design- 
ers want to create, the probability of success is simply much, much 
greater, 





4. Within the clientele of successful credit projects, there 
appears a mixture of private individual production and collective 
action taking place. Quite often, the collective action will take the 
form of a small field used for communal production and/or crop 
experimentation. Other times, there may be a considerably larger 
communal field-crop production effort being made, especially when 
a more ''modern" or speciality short-term cash crop like cotton or 
vegetables is produced, Ata minimum, the clientele of the more 
successful credit projects are cooperatively engaged in the operation 
of a consumer cooperative within the village or area. When such is 
the case, the retail cooperatives also carry at seasonal times a few 
of the modern critical inputs for the agricultural production cycle; 
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or bulk purchases of the same are made for the members of the 
credit system. 


Where a communal production effort is the sole source of income 
for the farmers, however, the evidence so far from IAF-sponsored 
projects displays only mixed results at best, Few truly large-scale 
communal or group farming efforts have been funded by the IAF, and 
in these cases there is evidence that the hoped-for economies of size 
in operation are not materializing. Some successful rural group pro- 
duction efforts are found among small (e.g. 10 members) groups of 
communal operators, but IAF project history also points to an equal 
number of unsuccessful communal production efforts among small 
groups. ‘Thus, as long as such activities are not the overwhelmingly 
dominant source of sustenance for the campesino, successful credit 
projects are noted by the presence of some form of communal effort-- 
either in production or in an active consumer cooperative, Extending 
credit in isolation from any cohesive factor simply doesn't work. 





5. Most successful credit projects and programs have a flexible 
mix of production and marketing credit. While the vast majority of 
the credit resources are allocated and used for production inputs -- 
including hired labor--most programs also include short-term (e.g. 

2 to 3 months) marketing loans, The latter types may be used for 
contracting vehicles to carry output to better and larger urban product 
markets; or in other cases these loans may be "tide over loans" which 
permit the small farmer simply to store part of his crops to ride out 
currently depressed product prices prevailing at major harvest times, 





The key attribute considered here lies not so much in the "mix" 
per seas it does in local flexibility, With the current vogue of 
"integrated rural development" schemes, few if any credit programs 
are being promoted that are uni-dimensional in their planned uses of 
credit: many a macro/micro linear programming model has been 
devised to allocate just the right amounts of credit to the rural pro- 
ducer at exactly the correct time phases, Yet it is precisely in such 
models and such institutional implementational postures and policies 
that the problem lies: the credit disbursements are programmed to 
flow and be made available to the producers only within certain time 
frames, No matter how well the regional or local zonal maps are 
drawn up by institutions genuinely concerned with timely responsive- 
ness to the credit needs of the small farmers, almost all farm level 
practitioners will tell you that the on-farm soil fertility types, sub- 
surface hydraulic tables, etc., will result in tremendous variations of 
maturity, ripening and harvest dates to say nothing of the most appro- 
priate and propitious times for planting, fertilizing, cultivating, spray- 
ing, etc. For credit to be of maximum utility and complementary to 
that biological process, it cannot be rigidly programmed in pre- 
determined generalized time frames; farmers must be able to decide 
what they need on their particular farms, and when they need it, 
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All this rigidity is puzzling, because so many credit technicians 
in Latin America are U.S, trained with models built by U.S. agen- 
cies, models which are often implemented by organizations that have 
serviced U.S, agricultural needs, Whena U.S. crop farmer goes 
down to get a "production loan" from his local Production Credit 
Association, for example, he generally gets it that very same day. 
Or, if he uses a more commercial financial institution or bank, he 
may often be extended a line of credit--which he then draws down 
as needed, What greater responsiveness or flexibility could be 
asked fur? Yet, somehow, this crucial element does not apparently 
get translated into development assistance programs; or if it does, 
the concept is severely restricted by the need of "controls" over the 
disbursement phases--especially in small farmer credit programs, 


6. ''Networking'' Capital Flows, While local control and partici- 
pation have been thus far highlighted as crucial to successful credit 
projects, it should not be interpreted to mean that success can only 
be a localized phenomenon, Indeed localism--if a project is strictly 
confined to only one small area--can be prejudicial to success, If 
all loans are extended only to immediately neighboring farmers, a 
local frost or crop blight can wipe out a purely locally based credit 
system, Further, if a credit system's capital is confined to working 
only in one area, its ''working time" is restricted to the predominant 
agricultural production cycle of the area, The capital fund loses the 
opportunity for whatever growth potential could be generated by 
lending at interest during the "off-season, '' In any case, the old 
insurance principle applies: the more the risks are spread over 
wider geographic areas, as well as time frames, the greater is 
the probability that any losses in one area will be offset by gains 
in another, Small is not always beautiful, especially in farmer 
credit systems, Capital must be able to flow to were it can be 
continually and productively employed, 





Isolated local credit systems tend to have a difficult time, though 
they may survive. Yet the ''Networks'" of borrower groups, with the 
local organizations integrated into a larger credit system, that are 
functioning with IAF-sponsored projects appear to be doing well. 
When such networks are involved, however, questions of scale of 
operations and functional integration appear, Some form of hier- 
archical positions is needed to coordinate the capital flows, to 
facilitate communication between the groups, and to be able to take 
advantage of timely fortunate circumstances--for example, in ob- 
taining large scale bulk purchases of needed inputs, Some of these 
networks are formal cooperative federations, but intermediary 
groups of many types have been involved--if not always by promo- 
ting and creating networks at least by being present and facilitating 
the networks' emergence among the locally based organizations, 
While facilitating the emergence and functioning of such capital flow 
networks, the intermediate groups for the most part have not relied 
exclusively on full-time, paid 'professionals'"' or technicians, Rural 
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school teachers often play important communicator roles in these net- 
works, as well as other part-time volunteers. Perhaps the presence 
of these volunteers is a further indicator of meaningful local involve- 
ment of the communities in the credit system, 


The accountability of the credit system to the local producers is 
maintained throughout the hierarchical systems, Various representa- 
tive committees, comprised of delegates from the local groups, are 
present in the secondary levels, These committees are not just the 
"vigilance committees" of the kind which are prevalent in most Latin 
American cooperative structures; they play a most active role in for- 
mulating plans, reviewing activities, etc., of the capital flows. It is 
important that these committees are not just giving rubber stamp ap- 
proval to or passively watching over decisions made by professional 
managers and technicians. However, the fact that campesinos are 
performing such functional duties does not mean that they must be- 
come ''Renaissance Men", able to intimately relate, understand in 
detail, and perform all intricate technical functions of the system, 
The line between passive formalistic vigilance committees and active 
and meaningful participation in the system is difficult to locate pre- 
cisely. What is discernible within the more successful rural credit 
projects is that, although there are many training courses given for 
nearly every project, they are not trying to move small farmers into 
every conceivable function within the credit system, Apparently, 
there is an acceptance of a division of labor concept, but with the 
proviso that the campesino clientele will actively participate in and 
control the use and allocation of the system's financial resources, 








7. Risk Sharing. While the credit terms of the successful pro- 
jects are quite "businesslike", it must be remembered that it is the 
producers themselves who have set and formulated those rules of 
relationship and function, The credit relationships they establish 
display a good deal of creativity and innovation, which enables their 
credit system to share with them the risks involved, While, of course, 
all credit institutions take risks, it is most commonly found that the 
conventional institutions try to reduce their risks by pushing them off 
onto the farmer via stringent loan contracts demanding guarantees, 
liens On property, and legal paperwork, 





The successful IAF credit projects utilize a variety of methods 
that make them most active partners in managing the risks of their 
clientele's production process, Some place primary reliance upon 
cash loans with an indexed real rate of interest applied based on crop 
prices, Others allocate a considerable amount of their loans in the 
form of in-kind loans of bags of fertilizer and other inputs. After the 
harvest the farmers make a repayment sufficient to purchase another 
"bag-plus'' of fertilizer, In other cases, especially when agricultural 
input prices fluctuate widely and are highly dependent upon import 
quotas, etc.,, provisos are written into loan contracts that though the 
amount of repayment is indexed to the input price, the index rate may 
not exceed the rate of price increase received by the farmer in the 
product market, In still other cases, inputs and technology financed 


22 





through the system are repaid by a variation of familiar sharecrop- 
ping arrangements--wherein the farmer repays his loan with a spe- 
cified percentage of the crop's physical output, It is then up to the 
lender to face the same vagaries of product market price fluctua- 
tions that the farmer faces in order to replenish the fund's capital 
value, In such cases, it is also very noticeable that the credit 
system makes sure that whatever technology and innovations it is 
recommending to its farmer clients are appropriate and relevant 

to the farmer's production potentialities--because the onus of 
repayment is not carried solely on the shoulders of the farmer, 


In short, throughout many of the successful projects, there is a 
sharing of the risks, Considering the farmer participatory mech- 
anisms involved, it may not be surprising that such sharing is built 
into these institutions, But it certainly is noteworthy that the lend- 
ing institutions do survive and have sustainable operations, 


Some Questions and Possible Answers 





Why do the more successful credit projects generally share these 
characteristics of local control, small groups, historical antece- 
dents, production mixes and timing flexibilities, networks and risk 
sharing? And, since it appears that many of these characteristics 
are closely related to, if not derivatives of local control, why is 
local control such an important explanatory variable of success? 
After all, traditionally and historically around the world, "'the 
people" have really never controlled their credit systems, Why 
now? Why should they? What is so special about Latin American 
development that local control is a key factor for success in credit 
programs ? 


The local farmer does not know of the latest socio-economic devel- 
opment models and their accompanying thematic dialogues, confer- 
ences, séminars and issue papers, But he does know his own econ- 
omy, land production possibilities, and employment alternatives far 
better than any of us ever will. He has to, His life depends upon his 
intricate knowledge and risk assessment of the opportunity structure 
which he faces. A poor farmer is naturally quite reluctant to gamble 
any more than he has to with his meager resource base, Indeed his 
"innate conservatism" has often been noted in development literature; 
most often it is cited as the obstacle to progress--why "they" don't 
respond to the supposed "'sure fire'! technological improvements 
being proffered by various entities, 


When farmers control their own credit systems, they know that if 
they are to have access to similar amounts of financial resources 
next year, they will have to repay at least as much, if not more than 
they received this year. In economic terms, then, they charge them- 
selves a "'real rate of interest, '"' Similarly, they know that if they are 
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lucky enough to receive a low interest loan in an inflationary setting 
from some developmental program or cooperative, the value or 
amount which they repay into such ventures will often be worth less 
than that which they received. If next year's amount in the local 
treasury will be worth less, then fewer farmers will be able to 
receive loans, or all will have to receive less, or someone else 
from outside will have to put new money into the treasury. If 
"someone else'' is giving him grants or subsidies, the farmer also 
knows that ''someone else'' can stop giving him those grants and 
subsidies, 


Neither the experience of getting new grants and subsidies, nor 
that of watching inflation erode the capital base, leads the farmer to 
take a very favorable view of the probable continued existence of the 
fund and of his probable access to it, In short, a built-in, self- 
defeating philosophy comes into play: the farmer wisely asks him- 
self, ''Why repay the loan?" He also notices that the initial bloom 
of access to such credit is often highly coincidental with either 
election campaigns or newly launched developmental programs, 
Increasing degrees of skepticism on the part of farmers as to the 
durability of such subsidized programs are expressed in declining 
promptness in loan repayment, and a growing proportion of defaults, 
This means an increasing number of "carried over" loans on the 
institution's books, 


The tradition and momentum of skewed, scarce and subsidized 
credit is almost overwhelming. Indeed its maladies have become so 
institutionalized, legalized and politicized that an overhaul would be 
a most Herculean task, Where do the answers lie? For a start, 
consider the functioning of the successful credit projects to which 
the Inter-American Foundation has contributed, In those projects 
where the local organizations have played a major role in defining, 
planning, and implementing their credit system, rather than entering 
one designed for them from above, one finds quite rational and sus- 
tainable projects which exhibit a high degree of common business 
sense and acumen, Perhaps their common sense is based upona 
shared philosophic belief that it is better to pay a higher price 
(interest rate) and be certain of receiving credit, than to be among 
those who are promised that someday they will receive cheap credit... 


but unfortunately, there just aren't sufficient funds to go around at 
the moment, 


| Extracted from a paper presented 
to the Sixth Internaltional Seminar 
on Cooperative Finance, held in 
Panama City, November 1976, | 
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Financial Innovations, Transaction 
Costs and Development 


Vinayak V. Bhatt 


[ Innovations which effectively reduce the cost of financial transactions 
can make important contributions to economic development, An in- 
novative bank in India has developed a number of cost reducing meth- 
ods which have allowed it to expand substantially its deposit and loan 


transactions with small entrepreneurs and farmers, thereby building 
a profitable business. ] 


The traditional theoretical model, the basis on 
which advice on development strategy is offered 
by economists, is not well equipped to deal with 
basic problems of development, It focuses on 
allocation of given resources on the basis of given 
supply and demand schedules and a perfectly com- 
petitive market-form--in which actors and dealers 
areallalike. The focus of a theory of economic 
evolution should be the question: how and why do 
supply and demand schedules and market forms 
change and grow, and why are behavior patterns 
of different actors not the same? The prevailing 
view of competition is a mechanistic concept; it 
does not deal with the essence of competitive be- 
havior--the powerful motivation to do better than 
the others, in an environment in which the future 
is unknown, The "'competitive'' markets of theory 
rule out competitive behavior; they assume only 
adaptive responses to changes in socio-economic 
environment--responses that are prompt and 
rational, and are uniform for all the actors, 





Economic evolution cannot take place with only 
such adaptive and uniform responses, The essence 
of the processes of evolution in all spheres of 
human life is the ability to respond creatively to 


Mr. Bhatt, formerly Adviser to the Reserve 
Bank of India, is with the Development 
Policy Staff of the World Bank. 
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changes in the external environment--the creative response which 
alters favorably the environment itself, The concepts of evolution, 
competitive entrepreneurial behavior, and creative response to 
challenges--all these reflect the significance of innovation, of changes 
in production and consumption functions, introduction of new goods 
and services, changes in organization and market forms, Any theory 
that deals with the evolutionary processes has to concentrate on the 
impact of innovations on economic evolution, When our theoretical 
tools are inadequate for the purpose, so is our advice on the funda- 
mental problems of development, 


For the most part economists have hardly been able to appreciate 
the role of finance in economic development, Capital markets are 
assumed to be perfect; if the resources do not flow where they should, 
then the interest rate policy--the price policy--must be defective. 

Once these distortions caused by policy are removed, the imperfec- 
tion in the market would be eliminated and resources would be allocated 
"rationally''", ‘The basic policy guideline suggested by this analysis is 

to have an interest rate that reflects the real scarcity of capital. But 
the supply and demand for funds in each of the many fragmented markets 
of the usual developing country are matched not merely by the interest 
rate; the terms of lending have variables other than interest rate like 
margin requirements, repayment terms, security, and compensating 
balances, Quite often there is no systematic relationship between the 
terms of lending and the amount to be borrowed, 


The crucial variable which determines the terms of lending to each 
class of borrower relates to transaction costs--the administrative 
costs plus the default risk, The fragmentation of the capital market-- 
the phenomena of different markets for different 'products''--arises 
because of the varying transaction costs with respect to the different 
classes of borrowers, The progressive integration of these separate 
markets is brought about through financial innovations that tend to 
reduce these costs, These innovations reduce the costs of lending 
and borrowing and bring about shifts in the supply-demand schedules 
for credit. In this way the potential saving and potential investment 
become actual through transmission channels provided by the integra- 
tion of the capital markets, Financial innovations tend toreduce 
total transaction costs; they widen and deepen the capital market, 


Nature of Financial Innovations, Financial innovations have played 
a key role during the process of financial evolution, Historically, it 
was the trader who extended his business by financial dealings, It was 
the invention of money that enabled him to make a money loan in place 
of a goods-loan to another known trader, Here the risk was negligible, 
for the trading class evolved certain rules of the game to which the 
members adhered, But loans to a new trader--not known to lenders-- 
involved risk, and the subjective risk could be very high, This risk 
was later reduced by the financial innovation of security or guaran- 
tee--the bill of exchange with two signatures, These two innovations -- 
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the code among merchant-bankers and the bill of exchange--did 

not require the sanction of law, The other innovation--security 

for loan--did require legal sanction, Once that was available, 

two kinds of security evolved--the pledge or pawn, and the hypotheca 
(of the Roman Law) or the mortgage (of the English Law). 


Then followed the innovation of a financial intermediary--namely 
the bank, This innovation reduced risk ina number of ways, The 
bank had economies of scale; hence it could specialize in and stand- 
ardize certain types of financial transactions and reduce risk 
through better expertise. The economies of scale accrued in an- 
other way also; its scale enabled it to pool and spread risks--the 
'Law of Large Numbers’, which is the basis of insurance, Its 
capacity to perform a financial intermediation function was greatly 
enhanced by the innovation of bank-money--its capacity to create 
credit. It is through this innovation that the banking system helped 
the process of economic evolution directly as well as indirectly 
through the provision of finance to other financial intermediaries 
specializing in forms of financing different from those of the 
banks, And, of course, the functioning of the government and what 
Hicks calls "the Administrative Revolution" would not have been 
possible but for this development, The bank money and the subse- 
quently related innovations reduced the costs of real transactions 
and improved the productivity of balances kept with the banks, The 
real yield on deposits with the banks improved--the yield which is 
not reflected in the interest rate on deposits, This revolution in 
the payments mechanism has been a significant factor in expanding 
markets for goods and services through reduction in transaction 
costs, The benefit also accrues through the reduction in the re- 
quirement for money balances for transaction purposes--reflected 
in the increase in the transaction velocity of money, 


However, the banking system became much too specialized; con- 
sistent with its origin, it provided credit only for certain types of 
transactions--like stocks of goods. The credit for other purposes 
like housing, or plant and equipment, required other specialized 
agencies like the securities markets, which evolved in the U.K. and 
the U.S.A. more or less along with the banking system, In countries 
where the climate was not favorable for these types of credit markets, 
another financial innovation was introduced--the Universal Bank. 
After all, the other credit markets had developed because banks lent 
finance to them through customers and also purchased their securi- 
ties. In France and Germany during the nineteenth century, begin- 
ning from the famous Credit Mobilier, banks began to take on other 
capital market functions, followed by the recent innovation of the 
Department Store banking in the U.S.A. and elsewhere, The econ- 
omies of specialization do not require separate institutions; they can 
be exploited by specialization within the banks, The banks have 
command over financial resources much larger then those with the 
other institutions; they can easily reap the economies of both scale 
and various types of specialization, 
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Financial Development in LDCs. Should the LDCs (less developed 
countries) pass through the same stages of financial development, 
through which countries like the U.K. and the U.S, A. passed, or 
should they creatively adapt the financial innovations, such as the 
Universal Bank, to their specific needs and requirements? The 
basic problem is to find ways of reducing the transaction costs of 
lending for purposes other than financing of stocks in industry and 
trade, The sectors which require the most additional credit are 
small enterprises of all types, and agriculture, At present, the 
transaction costs of lending to these sectors are quite high: they are 
higher than the 6 percent level which has made banking profitable, 
and range between 6 percent to 20 percent in different countries, If 
the financial cost and profit margin are added, the banks cannot 
afford to lend to these sectors at a cost less than 16-30 percent, At 
this cost, there could be no inducement to borrow; for the expected 
average rate of profit in these sectors may often be 15-20 percent 
per annum in many uses, 





So far the main response has been to create specialized institu- 
tions that lend at a loss with subsidized interest rates--the subsidy 
to the institutions being provided by the government directly or in- 
directly. But these institutions lack the motivation as well as the 
means to reduce transaction costs; permanent subsidy cannot bea 
viable solution, The private banks have the means, but lack the 
motivation, Their agenda is geared towards financing trade and 
inventories, On their own they are unlikely to put new items on 
their agenda, for their expertise--their information and communica- 
tion system--relates to financing trade and inventories and other 
purposes related to the growth of large scale industry, If, however, 
their agenda can be changed, it should be possible for them to res- 
pond creatively through financial innovations to this challenge of 
financing agriculture and small enterprises. The following case 
study illustrates some of these possibilities as they have evolved 
in Indian conditions, 


Innovations and Transaction Costs: 
The Syndicate Experience 








Up to 1969, the large city-based commercial banks in India con- 
centrated on financing large industry and trade in the urban areas, 
Their transaction costs for these markets were quite low--well 
within the range of 1.5 to 2 percent, They did not enter the field of 
small to medium enterprises in the farm and non-farm sectors, In 
these markets, their transaction costs would have been very high, 
and at the terms on which they could have lent, it was not possible to 
widen and deepen these markets. 


Characteristics of the Syndicate: For a new bank, it was difficult 
to compete with these city banks in their markets. It had to enter a 
new field, a less competitive field, related to small-medium enter- 
prises. This objective opportunity was there, but to seize it required 
an innovative approach to banking--introduction of new "products" and 
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'processes'' to reduce transaction costs, And this is precisely 
what the Syndicate Bank has done since its origin in 1925, 


Located in a small town called Manipal in Karnataka (Mysore) 
state, and starting with an initial paid-up capital of only Rs, 8,000, 
its subsequent growth has been remarkable, From a negligible 
share in banking business till 1950, its share rose to about 1 per- 
cent of India's total in 1960 and 4 percent in 1975, When it was 
nationalized along with thirteen other major banks in 1969, it dif- 
fered from the rest. In 1968, 32 percent of its branches were in 
rural areas; for the entire banking system, the share of rural 
branches was only 22 percent, Its loans to agriculture and small 
enterprises constituted 30 percent of its total loans; for the other 
banks, such loans were less than 8 percent of their total loans, 90 
percent of its deposit accounts were small accounts (below Rs, 1,500) 
accounting for 50 percent of its deposits; and 50 percent of its bor- 
rowing accounts related to small-medium enterprises, their share 
in total borrowing being 30 percent, 


Its average interest rate on loans was not much higher than that 
of the city banks; in the fifties and sixties, it was about 2 percentage 
points higher than that of the State Bank of India--the largest com- 
mercial bank--and from the early seventies it has been more or less 
the same as charged by the major city banks, How did if, then, 
manage to grow so rapidly even with a concentration on markets 
which the city banks found to be unremunerative? Obviously its 
transaction costs must have been comparable to the costs of lend- 
ing to large industry and trade by the city banks, 


Transaction Costs and Functional Cost Structure. We donot have 
complete data on the cost structure of the city banks. However, the 
data on establishment expenses are available; these include a large 
part of administrative costs but do not include default risk (bad debt 
provision), The ratio of establishment expenses to total deposits for 
the Syndicate bank was slightly higher than that for the banking sys- 
tem as a whole in 1951 and 1961, but since then this ratio is somewhat 
lower for the Syndicate, Quite surprisingly, the Syndicate ratio is 


comparable to that of the Insured Commercial Banks in the United 
States, 





Much more interesting, however, would be a comparison of the 
functional cost structure of the Syndicate with the other city banks, 
who have been financing small-medium enterprises particularly 
since 1969, Such data are not available for any bank in any country, 
Even for the Syndicate we could obtain such data only for 1975, com- 
piled by the Syndicate especially for-our purposes, One other major 
commercial bank located in Bombay could give us these data, again 
only for 1975. The overall transaction costs of this city bank are 
lower than those for the Syndicate: this was to be expected, as the 
city bank's lending to small enterprise constitutes only 25-30 per- 
cent of its total lending, while the share of small enterprise lending 
in the total for the Syndicate is about 40 percent, However, the city 
bank's costs are more than three times those of the Syndicate for 
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lending to agriculture and small enterprises, And for deposit mobili- 
zation, the Syndicate's administrative costs are about 15% lower than 
those of the city bank, The interest costs of deposits constitute a 
much higher proportion of its total deposits, but this is more than off- 
set by lower administrative costs for the Syndicate, 


The significant question which arises in this context is: how, and 
through what mechanism has the Syndicate been able to servicea 
large number of small accounts--deposit as well as borrowing ac- 
counts--and thus provide credit to the small enterprises at a cost 
which is much below that of the city banks? Briefly, it is a new style 
of banking, an innovative approach to banking, that seems to explain 
this phenomenon, The creative adaptation of the banking technology 
to suit local conditions seems to be the crucial factor, 


New Entrepreneurs. This adaptation was possible because of the 
characteristics of the leadership. The promoters came from a lower- 
middle class background; they belonged to a community which respects 
learning, None of them came from an industrial house, whereas the 
city banks were started by promoters who had close links with large 
industry, Of the three Syndicate promoters, one was a medical doctor, 
one an engineer and the third a trader dealing in hand-woven cloth, All 
of them were participants in the movement of socio-economic reform 
initiated by Mahatma Gandhi, They had a powerful motivation for the 
socio-economic uplift of the community and the region to which they 
belong; but it was hard work, educationand thrift that they considered 
crucial for socio-economic reform, They combined a passion for 
reform with a hard-headed business sense, And banking was con- 
sidered by them as an instrument for the purpose; to serve as an 
effective instrument it had to be viable, and gain vitality for growth, 





They were also establishing educational institutions--a school in 
each village in their district and an educational complex, a type of 
university center at Manipal, The bank management helped this pro- 
cess; but, at the same time, they were conscious of the deposit poten- 
tial of these institutions, The bank provided employment opportunities 
for the educated members of the local community; but this helped in 
having a dependable and dedicated staff, The bank helped the farmers 
and small enterprises by providing technical assistance; but this en- 
larged their business. The bank cultivated the habit of thrift in the 
community through a new deposit scheme--called pigmy deposit; but 
this enlarged the bank's resources, 


Recruitment and Promotion Policies, The major factor responsible 
for the relatively high productivity of the bank's staff has been its re- 
cruitment policy. It selects relatively unsophisticated persons with 
local contacts and a rural or semi-urban background; and, unlike the 
city banks, it has preferred high school graduates to graduates or post- 
graduates froma university, Their familiarity with the local scene 
and their contacts enable them to expand Syndicate business in a variety 
of ways, They inspire confidence in potential depositors, they are able 
to appraise well the soundness of projects and the credit-worthiness of 
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borrowers, and to assess the business potential of the area in 
which they function, The information costs thus are reduced; per- 
sons without this background would have to collect more informa- 
tion and spend more effort and time in appraising the soundness of 
borrowers and their schemes, 


As high school graduates, they enter the banking business ata 
fairly young age and thus are more adaptable, Since they would not 
have got such a job in the city banks, they consider themselves for- 
tunate and hence are more dedicated, dependable and disciplined 
than the graduates, They are prepared to do considerable field work, 
which is so essential for attracting, maintaining and supervising 
small accounts, And, of course, their pay scales are lower than 
those for the graduate in the city banks; the Syndicate average salary 
per employee even now is 20-30 percent lower than that in the city 
banks, And their academic qualifications are adequate for the bank- 
ing business, Persons with university degrees are, in fact, over- 
qualified for a large number of jobs in a bank; from the point of view 
of the institution, such persons are less adaptable, more ambitious 
and less disciplined than those who have completed high school edu- 
cation, Another feature of the bank's recruitment policy is that it 
recruits married couples, i.e, prefers to hire both husband and 
wife when they are qualified. The stability, reliability and dedica- 
tion of such couples have been significant--more than those of the 
other employees, 


The promotion policy of the bank is such as to build staff morale 
and avoid discontent and demoralization, Somewhat in the Japanese 
style, a person is promoted salary-wise and grade-wise on the basis 
of seniority, provided there are no consecutive adverse reports on 
his efficiency. But such a promotion does not mean that he would 
get a more responsible functional assignment, Seniority-wise pro- 
motion ina salary grade is divorced from functional promotion, 
Responsible positions are assigned to bright persons without affect- 
ing adversely the salary-wide promotion of others, and without 
raising their own salary grades, Functional promotion is a type of 
reward for the really deserving; he wins recognition for his worth, 
The others are not discontented as their salary-wise promotions 
are not affected. This divorce of functional promotion from promo- 
tion in salary grade helps the bank in selecting persons for senior 
management positions, For the top few jobs, which are ona pure 
selection basis, the bank has a choice from among the persons who 
are really competent, 


This recruitment and promotion policy is reflected in the produc- 
tivity of the Syndicate employees, The deposit accounts handled per 
employee are 287 for the Syndicate, while they are only 120 for the 
banking system as awhole, Again, the borrowing accounts per 
employee are 48 for the Syndicate as against only 14 for the banking 
system, The Syndicate productivity differential as compared with 
the big city banks would obviously be much greater than what is 
indicated by these figures, for big city bank productivity is less 
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than the average for the banking system as a whole, If the wage dif- 
ferential is considered along with this productivity differential, 
value productivity differential in financial terms would be still more 
significant, 


Technical Assistance, The bank provides technical assistance to 
farmers and small industrialists, It has a special staff for the pur- 
pose, The Farm Representatives are a special cadre of young offi- 
cers recruited from the Agricultural Universities and specially 
trained for the banking business, Similarly, for the small industry 
sector, the bank has a cadre of Industrial Engineers and Technicians, 
Each one of these officers looks after his specialty for branches-- 
about 5 to 10, depending upon local conditions, The bank's policy of 
opening branches in clusters in a given region helps it to spread the 
costs of these special cadres over a number of geographically con- 
tiguous branches, 





The technical assistance provided, of course, helps the borrowers, 
but it also eniarges the bank's business and reduces its risk, These 
special cadres are able to appraise credit proposals in the field-- 
they provide an effective appraisal machinery, At the same time 
their periodic field visits provide an effective machinery for super- 
vision, as well as recovery of loans, 


Decentralized Decision Making and Avoidance of Paper Work, The 
volume of work involved cannot be effectively handled without decen- 
tralized decision making. The loans to farmers and small enter- 
prises are sanctioned by the branch managers with the advice of the 
technical cadre; there is no reference to the head office, and so the 
head office costs for such loans are negligible, There is much more 
emphasis on field work than desk work--on local decision making and 
initiative than on paper work, The branch and the branch manager 
are judged on their overall results--the volume of deposits and the 
magnitude of loans and their recovery, The bank, thus, exercises 
utmost economy in the sphere of documenting information and its 
transmittal to the head office, Such reporting procedures would in- 
crease costs and divert the attention of the branch manager from 
banking business to collecting and documenting information which is 
hardly relevant for decision making either at the branch or at head 
office level, 





Of course, after the nationalization in 1969, these information 
costs have increased because of the Reserve Bank of India directives 
and requirements, But still, the management is alert to keep them 
within certain limits, Central banks and the international banks do 
have a craze for information, and demand from the intermediary 
and final lending agencies types of information which may be enlight- 
ening for researchers but irrelevant for real decision making, They 
need to realize that there are costs involved--sometimes as large as 
1-2 percent of the loan portfolio, 


Innovative Deposit Schemes, The bank has introduced a variety of 
innovative deposit schemes linked to motives to save, One recent 
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example is the Farmers' Protection Deposit Scheme, In times of 
dire necessity arising out of crop failure, the farmer is eligible 
for a loan equal to double the amount of deposits outstanding in his 
account, This deposit earns interest at 5 percent per annum and 
the loan is at a concessional rate of 9 percent per annum--repay- 
able over a period of three years, The small farmer does not 
normally save in the form of financial assets; interest rates on 
deposits are not much of an attraction to him, particularly when 
his transaction costs are high, But he can be induced to save in 
the form of a deposit if it is linked with borrowing at a time of crop 
failure, In the absence of crop insurance, this is the type of saving 
which the farmers need, 


This principle of linking deposits with lending for a specific pur- 
pose has been applied by the bank in several ways, A farmer, for 
example, would get a loan for the purchase of a pump set if he has 
accumulated 25 percent of the cost as fixed or saving deposits, A 
small industrialist gets a loan for machinery purchase if he accum- 
ulates more than 20 percent of the cost as deposits, Such schemes 
help the bank in mobilizing deposits, as well as judging the serious- 
ness of purpose of the borrower; at the sare time, because of the 
assurance of a loan, the borrower has an inducement to save, With- 
out such assurance, in many cases, there would not be saving 
enough for investment, and there would be a strong temptation to 
use any funds for financing emergencies or social expenditures, 


The deposit scheme for which the bank is best known is the 
Pigmy Deposit. This was introduced in 1928 and was part of the 
crusade for inculcating the habit of thrift among relatively poor 
people. At the same time, the promoters regarded it as a busi- 
ness opportunity. This opportunity was not seized by the other 
banks because of the transaction costs involved in collecting small 
deposits from a large number of relatively uneducated and poor 
customers, The Syndicate, however, devised a scheme that proved 
to be financially profitable for the bank and at the same time attrac- 
tive to the depositors, The principle of the scheme was simple: it 
involved door-to-door collection of a given amount of deposits (as 
low as 25 paise) at stated intervals. Quite a large number of people-- 
workers, petty shop-keepers, vegetable vendors, hawkers, or small 
traders--it was thought, could save these small amounts per day, 
per week, or month, but they do not have time to go to a bank and 
deposit this amount regularly, This potential saving was not real- 
ized as the poor had no semicontractual obligation to accumulate, 
With agents appointed to collect such deposits, this saving capacity 
and inclination can be tapped, 


And, thus, the Syndicate introduced this Pigmy Deposit to be 
collected periodically from the doorstep of the saver, The commis- 
sion rate was linked with the amount of deposits collected and has 
not exceeded 3 percent per annum, The interest was 3,13 percent 
per annum provided the saver did not withdraw from the scheme for 
seven years, A depositor saving 0,12 rupees daily could accumulate 
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at the end of the seventh year Rs. 350. Within this period, the saver 
could borrow from the bank against the security of his deposit, Such 
was the original scheme; its specific features have varied after 1969, 
but the broad principle remains the same, Onan average, the total 
cost to the bank of this long-term deposit has varied between 3-5 per- 
cent per annum, significantly lower than the cost of a 3 to 5 year fixed 
deposit. Even in 1975 its total cost was only 5.52 percent, as against 
the cost of fixed deposits at 13 percent, 


The bank was thus able to seize a business opportunity without 
competition from the other banks till 1960. The Pigmy Deposits 
constituted 14-15 percent of total deposits in 1946; this proportion 
rose to 21 percent in 1960. Since then, its relative significance has 
declined with the faster growth of the other deposits and the compe- 
tition of other banks, Still, even in 1975 after a period of very rapid 
growth, these deposits constituted 7-8 percent of total deposits, In 
absolute terms, these Pigmy Deposits are currently more than ten 
times their amount in 1960. For the saver, such a deposit enables 
him to accumulate his small savings into a fairly sizeable figure in 
seven years. Without this facility, very likely he would not have 
saved or, at any rate, saved as much, His motivation to save has 
been to accumulate for emergency or other anticipated expenditures 
rather than the inducement of earning interest, This deposit, thus, 
has been linked with this type of motive among the relatively poor, 
Even the commission paid to the agents has not been a net loss to the 
bank, The agent has to keep a security deposit with the bank equal 
to 2 percent of his commission; this is done for minimizing the 
danger of the agent disappearing with his collection, 


Central Bank Response to Syndicate Innovation, The Central Bank-- 
the Reserve Bank of India--has itself been innovative in many ways; 
but with regard to the unconventional practices of the Syndicate, it 
took a negative attitude. Until 1965 the Syndicate was considered an 
unsophisticated rural bank, and the Central Bank did not like some of 
its innovations, This is an instance of how central regulatory agen- 
cies, particularly when they try to imitate rather than adapt the tech- 


nology of a developed country, can get in the way of creative adapta- 
tion of modern technology. 





1, With regard to the Pigmy Deposits, the Syndicate permitted 
its own employees work as agents during their spare time, For the 
bank this was one of the ways of reducing its wage costs and increas- 
ing its business; for the employee it was an incentive to earn more, 
But in 1962, the Central Bank found this practice to be objectionable 


on strict banking principles and prohibited the Syndicate from engaging 
its own employees as agents, 


2. The Syndicate wanted to set up an agricultural demonstration 
farm in 1964 to enable it to promote the adoption of new high yielding 
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seeds by the farmers, The Central Bank considered such a venture 
in technical assistance as not consistent with healthy banking prac- 
tices. Hence the Syndicate had to think of other ways, It induced the 
progressive farmers to set up a voluntary organization called Syndi- 
cate Agricultural Foundation; the management in fact is looked after 
by the bank providing financial assistance to the Foundation through 
annual grants, 


3. In 1960, the bank pioneered a unique investment service through 
its Investors' Agency Department, This service enabled the middle 
income group savers to invest in shares of reputable companies, The 
persons joining the scheme were assured of a return of 9-10 percent 
per annum on their saving; the bank in turn invested these sums in 
shares, This scheme became very popular with middle income groups 
in semi-urban areas--persons who were not familiar with the stock 
market, It was a precursor to the Central Bank-sponsored Unit 
Trust of India. However, this service had to be withdrawn in 1965, 
as the Central Bank thought it could compete with the Unit Trust of 
India that had been set up in 1964, 


It is pertinent to note that since the 1969 nationalization of 14 
major banks, the Central Bank has been inducing the banks to expand 
their branches in rural areas so as to provide credit to small enter- 
prises in both the farm and non-farm sectors, With this emphasis 
on the widening and deepening of the geographical and functional scope 
of the banking system, the Syndicate has recently come to be regarded 
by the Central Bank as a ''Model Bank, "' 


[ Extracted from Interest Rates, 
Transaction Costs and Financial 
Innovations, Domestic Finance Studies 
No, 47, January 1978, Series pub- 
lished by the Public and Private 
Finance Division, Development Econ- 
omics Department, of World Bank's 
Development Policy Staff, ] 
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Indigenous Savings and Credit 
Societies in the Third World 


F, J. A. Bouman 


| Organizations of farmers or townspeople who contribute money in 
small sums and receive one large amount at one time in rotation con- 
stitute an informal mechanism which generates savings and in some 
cases productive investments, The range and flexibility of these or- 


ganizations are described, and their potential as a form of financial 
intermediation is discussed, | 


During the past two decades an increasing num- 
ber of reports have called attention to the existence 
of indigenous savings and credit societies in the 
Less Developed Countries (LDCs). Most deal with 
rotating credit associations, that have clearly struck 
the imagination of Wéstern observers, These are 
a worldwide phenomenon, appearing in many parts 
of Africa, East and South Asia, both Americas, the 
Caribbean area, the Middle East and even in early 
Europe. 


A rotating credit association has been defined 
as a group of participants who make regular contri- 
butions to a fund which is given, in whole or in part, 
to each member inturn. When there are ten partici- 
pants, each contributing ten dollars monthly, each 
one in turn will receive $100 at every monthly meet- 
ing--the individuals chosen in turn by some method 
like drawing lots. After ten months everyone will 
have received $100 and the cycle is closed, This is 
the simplest form, where no deductions are made to 
compensate the organizer for his responsibilities, no 
competitive bidding for the fund takes place, and no 
other agreement interferes with the fund's distribu- 
tion or volume, 


Professor Bouman teaches at the Agri- 


cultural University of Wageningen, The 
Netherlands. 
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The first collector receives an interest-free loan from all 
others, ‘The last in line is saving money as he extends credit to 
his fellow members, The others alternate between debtor and 
creditor positions. Because of these alternating positions, the 
term rotating "credit" association appears inaccurate, A member 
saves until he receives the fund, after which he starts to repay a 
loan in installments, In other words, the fund received by members 
at intermediate points in the life of the cycle includes a portion 
equal to the sum of their past and current contributions, plus a por- 
tion which is a loan to be repaid out of their future contributions. 
Not only does the credit rotate, the saving positions rotate too. 
Therefore, I prefer the term rotating saving and credit associa- 
tions--RoSCA, for short, 


Ingredients of RoSCA Success 





What accounts for the popularity of RoSCAs among cultures as 
diverse as Ethiopia and Indonesia, Benin and India? Common 
ingredients of RoSCA success include its accessibility, simple 
procedures, flexibility, and adaptability to many purposes, Any 
village, hamlet, or farm family compound can form its own asso- 
ciation, bringing saving and credit facilities right to their doors. 
This easy access contrasts with formal finance institutions, to 
which large segments of the rural population have no access at all 
and others find difficult. Geographical isolation of rural inhabi- 
tants is one reason, More important is the psychological barrier; 
the impersonal approach, institutionalized suspicion, and red tape 
that normally accompany procedures of formal lending agencies 
scare away many prospective clients, rural or urban, Loan appli- 
cation forms, particularly when not in the vernacular, can add to 
such intimidation. But even where institutional facilities are within 
easy reach and the hesitant farmer or workman has long since shed 
his fears, he may still have to cope with an uninterested manage- 
ment. Dealing with the small savers and borrowers is hardly 
lucrative at the interest rates and fee structures found in formal 
finance: it means expensive overheads, relatively high risks, and 
close supervision, Some commercial banks demand minimum 
deposits to stave off the small saver. In sum, the administrative 
machinery of the formal banking system in LDCs usually is not 
attuned to the requirements of the small man, while RoSCAs are 
open to even the poorest segments of society. 


The procedures of rotating savings and credit associations, al- 
though simple, flexible and rather informal, nevertheless contain 
effective mechanisms which regulate membership eligibility, credit 
rating and repayment, The smallness of the group--participants 
commonly number between 10 and 30 in rural areas--ensures mem- 
bers' knowledge of each other's characters. Coupled with forceful 
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social control, this is a formidable barrier against fraud and de- 
faulting. Almost all observers agree that obligations are taken very 
seriously. In Benin, for example, members who had already col- 
lected their fund and withheld further contributions were brought into 
line by the kidnapping of a cow, or a threat to set fire to a granary. 
Ardener even reports extreme cases of suicide and resort to prosti- 
tution as a result of repayment pressures, Most African groups 
collect contributions in public at meetings of the full membership; 
hence, failure to contribute is immediately noticed and met with 
expressions of collective disapproval. In contrast to default on 
institutional loans, the party or parties injured by default are per- 
sonally known, which makes the offence a more private affair, 


The foremost reason for joining a RoSCA is probably the "forced" 
saving element. Through the regularity of small deposits, which 
otherwise might be spent on trivialities, one is able to accumulate 
more sizable sums for a worthwhile cause, Levin found that susu ’ 
participants in Trinidad had a definite preference for late "hands" 
(i. e., late distribution of the fund), thus maximizing savings 
potential, In other Asian associations, where competitive bidding 
is customary as a means of selecting who will get the fund, credit 
candidates desiring early distributions pay a premium that is, asa 
rule, distributed as interest to reward late collectors, (The 
interest paid in this way for RoSCA credit is well below the going 
rate for loans to individuals in the informal market.) The fact 
that loan repayments are also in installments appeals to partici- 
pants, This contrasts favorably with short-term institutional 
loans that usually have to be repaid in one lump sum at maturity, 
which may cause inconvenience to borrowers, 





Flexibility is the hallmark of RoSCAs, and there are innumerable 
variations to the basic pattern outlined above, Participants may 
range from a handful to a few hundred; they can have one or more 
shares in one association, or two members may agree to share a 
turn, In large Asian cities, some people participate in up to five 
clubs at the same time, The order of rotation may be decided by 
lot, consensus, seniority, auction, negotiation, even by bribery, 
or by decision of the president (this mostly in Africa). Different 
criteria are also used for membership eligibility, credit rating, 
payment obligations and sanctions, Contributions may be in kind, but 
are generally in cash, ranging from a few pennies to more than 
US$100 equivalent per meeting. Regular wage earners can sometimes 
pay through a check-off system, Interest may or may not be charged, 
Contributions may be fixed or variable, When in need, a participant 
may even borrow his contribution from the organizer or froma spe- 
cial fund, The combination of a RoSCA with a special savings fund 
for recurring expenses, such as tax and education fees, is rather 
common in West Africa. While this special fund accumulates, mem- ) 
bers may borrow from it, paying interest, In Korea, Ke society funds 
are lent at high interest with substantial profit to members, 
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Payments may be daily, as with shoeshine boys in Addis Ababa or 
the market traders and street vendors in India, or it may be weekly, 
monthly or any other agreed period, The lifetime of a RoSCA and, 
concomitantly, the duration of a loan or savings period, depends on 
the number of players and the length of intervals, and some can be 
very long lasting. Daily laborers have different cash flow patterns 
than farmers, for example. In rural India, monthly chitties of 30 
members (lifecycle of 30 months) are considered short term; those 
running for 60 months are considered medium-term associations, 
(The longer the duration, the greater the risk of default by members 
who leave the area,) The types most frequently encountered run 
from one to two years, 


RoSCAs of longer duration may have to find solutions to cope with 
inflation. In Illako Igboroko, Benin, a half-yearly tontine of 26 
members started in 1966. Meetings coincide with the harvest 
season when money comes in, With a contribution of CFA 2000, 
each player collects CFA 52,000 ($210). While the first collector 
claimed to have built a complete house from his tontine proceeds 
in 1966, the money distributed at the society's 22nd drawing in 
December 1976 was hardly sufficient to buy a zinc roof, These 
participants, though familiar with inflation, did not know how to 
cope, but others have devised mechanisms to counter it. The 
Bamilike in East Cameroon have reduced membership to shorten 
the life-cycle of the society, and participants systematically change 
positions in subsequent cycles, The keyes in South Korea have 
resorted to different interest rate structures, Some India chitties 
pay out durable consumption goods in kind, 


Adaptation to inflation is but one example of accomodation to a 
changing environment, Before the introduction of western currency 
and monetization of the economy, the djanggi in Cameroon operated 
on brass bracelets, livestock, food and other commodities, but 
then shifted to money. Liberian RoSCAs substituted money for rice 
in the 1920's after the Firestone plantation started paying employees 
in cash, Ekubs in Ethiopia are said to have proliferated with the 
growth of the market economy. These societies flourish not only 
in a traditional rural setting but abound in towns and cities of all 
sizes, often as a focal point for ethnic enclaves, new occupational 
groups, or recent settlers and migrants; they form a link between 
the rural and urban worlds, While RoSCAs originally appeared 
instrumental in meeting traditional expenses of religious and social 
ceremonies, such as funerals and weddings, and assisted in the 
collection of dowry, members now save for modern necessities, 
such as education fees, brick and zinc roofed houses, sophisticated 
furniture, and yearly taxes, 
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Savings and Investment 





Saving, ina special variety of contractually "forced" saving, 
appears the prime mover of these societies, A significant credit 
element seems to have been added later when promising economic 
opportunities demanded an immediate outlay of capital. In such 
conditions the lottery selection system (apparently the most original 
form), which does not allow players a say in the rotation of the fund, 
may have seemed inappropriate, The system of competitive bidding 
for the fund has been introduced to accommodate piayers' credit 
demands in growing economies, The RoSCA thus changed from 
primarily a savings institution into a savings and credit institution, 
From the modest primary group ina village quarter, the traditional 
chitty in parts of India has blossomed into a modern banking enter - 
prise based on written rules and a constitution, keeping regular 
books and accounts, accepting title deeds, promissory notes, and 
also the right to a future chit fund as collateral, A similar line of 
evolution can be seen in East Asia, 


In Africa, developments have been less spectacular. Ceremonies 
during djanggi meetings at Babanki, Cameroon, for example, al- 
though slightly changed, still follow traditional patterns, mixing 
business with pleasure, Being president of a. society is stilla 
matter of trust and prestige rather than of business acumen and 
economic gain, In nearby Nkongsama, however, tontincs have 
already introduced the auction system and its corollary, the 
distribution of premiums among the membership. Recently, a 
new type, the fertilizer fund, has been introduced in Nkongsama, 


RoSCAs give small-income groups access to an informal capital 
market at the grass roots level which they would not otherwise ' 
have, The method of competitive bidding for funds permits eager 
investors to utilize economic opportunities, and awards a premium 
to lenders. Where necessary, the interests of compassionate cases 
are respected, e.g., by changing the order of rotation, 


RoSCAs are better able to perform these economic functions be- 
cause they are also social institutions, Meetings of RoSCAs are both 
festive and business occasions, and foster community solidarity and 
group interaction, These associations keep alive traditions and yet 
accommodate the necessity of change, placating both the more con- 
servative older and the impatient younger generations, Because they 
assist group cohesion, they have a potential mechanism to maneuver 
a community through a period of socio-economic transition, 


This is particularly important for migratory groups of urban 
workers, Urbanization can cause a collapse of the internal social 
structure of rural migrant groups; but kinship networks do find 
expression in these societies, and cover both the urban enclave and 
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rural area of origin. Local branches of the Luo and Kikuyu Unions 
occur in all major Kenyan towns, for example, and have spread to 
the neighboring countries, Meetings are used for the exchange of 
news from the countryside, to assist newcomers in finding employ- 
ment and lodgings, to celebrate members' successes, to solve 
quarrels among the group or advise in cases of dispute between a 
member and outsiders, Like their rural counterparts, urban 
mutual aid societies and RoSCAs assist in the collection of funds to 
help members meet sudden calamities, and cover the expenses of 
events of social significance. In this, the societies are alsoa 
vehicle to further the social status and prestige of donors and 
recipients, while the allocation of turns in chairmanship and com- 
mittees can foster education in money handling and business acumen, 


Examples of Investment from RoSCA Proceeds, RoSCAs have 
provided entrepreneurs with the necessary capital to start a busi- 
ness, to replace trading stock and machinery, to buy or repair a 
fishing boat and equipment, or to open a restaurant or retail shop, 
It is quite common for women in Cameroon to pool their savings 
for the purchase of a cornmill to relieve themselves of the tedious 
task of grinding maize; the time gained is often devoted to agricul- 
ture or petty trade. A similar story comes from Benin where men, 
farmers or traders put their tontine savings into a mill; with the 
proceeds they hire extra labor for the cultivation of tomatoes and 
chilli that fetch attractive prices in the nearby markets, Invest- 
ment in the education of one's children is a common enough story 
in all LDCs, The creation of human capital within the household 
via participation ina RoSCA may be seen as part of its develop- 
ment function, 





Mutual aid societies and RoSCAs may also link rural and urban 
economies, transferring capital from cities to villages, Members 
of urban societies privately invest in the purchase of rural land and 
housing; ethnic groups also collectively put money into self-help 
schemes and development projects in their native hinterland, 


Effects of RoSCAs on Saving and Investment Behavior, Most 
development economists no longer uphold the once popular stereo- 
type that peasants in LDCs cannot and do not save, Yet, emprirical 
data on actual savings performance is still hard to find, although 
recent studies in Taiwan, South Korea, Kenya and Zambia have 
turned up evidence of substantial savings that have been well docu- 
mented. The role that indigenous savings and credit associations 
play in stimulating savings performance is hard to assess on the 
basis of present knowledge, But by and large, available evidence 
suggests that these indigenous societies do play a significant role in 
generating rural and urban savings in many areas, 
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Ethiopia's 1968-1973 Development Plan estimated the annual 
savings volume in ekubs between E$200-250 million (equivalent to 





US$120-150 million), representing 8 to 10 percent of GDP, This 

is a formidable performance for an indigenous RoSCA in an 
economy commonly recognized as stagnant, Here, the ekub is also 
popular with urban craftsmen, who are said to save more than one 
third of their monthly income, the weavers in the lead with 40 per ) 
cent, In Babanki village in Cameroon, hardly an area typifying 
rapid economic growth, Harteveld calculated that 740 djanggi mem- 
bers together accounted for a turnover of CFA 11 million in 1971, 
or US$90 per member. In Kerala State in India, chit funds form 
20% of all bank deposits, Extraordinarily large amounts of cash 
are involved in typical merchants' RoSCAs in both urban and rural 
environments; some of these merchants associations may be com- 
pared to genuine banks, To this can be added Jellicoe's numerous 
examples of rich urban mutual aid societies of the ethnically-based 
unions in East Africa. 


The uses to which RoSCA funds are put, whether into investment, ‘ 
consumption, or hoards, have been still less stucied than the 
arnounts saved, Some of the findings on this subject are the following, 
Harteveld, analyzing 69 djanggi cases in Cameroon, summarizes the 
uses to which funds are put as follows (in percentage of totals): 


family consumption 28% 
education fees 17% 
tax 14% 
medical care 8% 
dowries, obligation to in-laws 8% 
trade and investment 7Q% 
zine roof 4% 
debts (djanggi 7, others 6) 13% 


(Source: K. Harteveld, unpublished mimeo, 1972) 


There was not much to indicate time preferences for consumption 

or investment of the different participant groups. In India, chit funds 
are utilized for a transfer of savings to increase economic activities, 
Prospective investors preferring the first rounds in chitties are 
prepared to pay a substantial premium (up to 30%) for the credit 
extended by late drawers, Nayar's 1973 data for India distinguish 
between (1) big chitties of contributions above Rs5000; (2) medium 
ones, contributions Rs1000-5000; and (3) small chitties, contributions 
less than Rs1000. In big chitties, 90%, and in medium chitties 60% 

of funds are used for productive purposes, In small chitties, 33% 

of the money is spent in restaurants, retail and repair shops, bak- 
eries--i,e,, in consumption, The smaller the chitty, the greater 

the proportion which is devoted to consumption, 
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From his 1976 social survey of two villages in Benin, Verhagen 
deduces that people attach high value to matters that enhance status 
and prestige. He lists the use of tontine proceeds, in order of 
priority, as the purchase of (1) a house, (2) a wife, (3) a bicycle, 
(4) a watch or radio, and (5) a zinc roof, After RoSCA mem- 
bers' primary objectives are fulfilled, their preferences grow in 
diversity: some are eager to obtain modern conveniences (a 
European-styled house and furniture), others invest in apprentice 
contracts or go into business and trade, Time preferences for 
production and consumption vary with age; the above pattern is 
prevalent particularly among the younger generation, Verhagen's 
conclusion is: status comes first, productive investment later, 
From the moment the zinc roof comes within sight, the older vil- 
lager is inclined to start thinking of agricultural investment: pur- 
chase of land or cattle, and hiring labor for more demanding crops 
such as cotton, tomatoes and chilli. But investment in agriculture, 
usually follows a roundabout path, First, money is put into purchase 
of a cornmill or the building of a house in the nearby town, These 
modern acquisitions, besides enhancing one's status, promise 
quicker, at least more secure returns, It is only the proceeds of 
these initial investments that are plowed into agriculture, 


Useful information is supplied by Levin investigating the uses of 
susu funds in Trinidad in 1975. As Nayar noted on India, Levin 
concludes that, as the fund gets larger, the greater is the tendency 
of members to invest the proceeds, The size of a fund increases 
with the number of participants, Prospective investors who cannot 
afford large contributions will therefore join a susu with many par- 
ticipants. Levin further notes an interesting relationship between 
occupational status and investment: blue collar workers, some 
being self-employed artisans, invest more often than white collar 
workers, There is a marked difference between various age 
groups: no susu participant below the age of 30 encountered by 
Levin, whether blue or white collar worker, invests, This re- 
sembles Verhagen's findings in Benin, Young members are en- 
gaged in establishing a householc, gathering money for a dowry, 
house, furniture, or utensils; beyond that, there is little surplus 
for investment, The susu participants above 30, particularly the 
older blue collar workers, may invest in houses in order to enjoy 
rental income later, or in the establishment of small cottage 
industries, 





Traditional and Modern Institutions - a Case for a Merger? 








Governments, bankers and students of development have reser- 
vations about traditional savings and credit systems, in spite of the 
growing evidence demonstrating the ingenuity and improvisation 
with which villagers and Grban migrants successfully manage to 
organize savings and credit facilities for the satisfaction of basic 
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local needs, Few countries have enacted any RoSCA legislation, 

for example. Lack of knowledge about indigenous savings and 

mutual aid societies is liable to lead to misapprehensions, Accord- 
ing to Ardener, government circles in Ghana regard the RoSCA asa 
social evil, dangerous and primitve, and the same has been noted in 
Nigeria and Cameroon, Rumor has it that RoSCA meetings are occa- 
sions for drunkenness and the display of conspicuous consumption, 
that fraud and embezzlement of funds are the rule, and that defaulting 
is apt to become widespread once improved communications facilitate 
migration, This negative outlook is supposedly fed from several 
sources: a firm belief in the propriety of Western economic institu- 
tions and theories; a preoccupation with nation building involving 
different ethnic groups, giving local associations the stigma of tri- 
balism; or a certain measure of opportunism among those who stand 
to gain from the function of conventional financial intermediation, 

To read in an official Credit Union Manual that djanggi are out to exploit 
the people has a suspicious ring; to find Credit Union officials who 
participate in a RoSCA and yet preach this gospel is to see utter 
hypocrisy. 


Apparently, most development theorists remain skeptical about 
the potential contribution of traditional institutions to development, 
partly because much information about RoSCAs appears sketchy and 
inaccurate, with little effort at detailed analysis. But the manifold 
functions, the flexibility and adaptive potential of indigenous savings 
and credit societies cited here surely ought to provide attractive 
alternatives to the rigid formulas of institutions like cooperatives, 
credit unions, commercial banks and government sponsored credit 
agencies, The cornmill societies, the digging of fishponds ona 
voluntary rotation basis, the application of economics of scale in 
the collective purchase of zinc sheets and fertilizer are examples 
which suggest the range of activities amenable to organizations along 
RoSCA lines and the potential role that traditional groups might play 
in the design of development projects, 


Some of the arguments raised against RoSCAs are: a) Traditional 
societies are apt to maintain the present balance of power, But do 
modern institutions fare any better? b) Improved communications 
and increased migration will weaken internal social control and 
encourage defaulting. But empirical evidence from the most criti- 
cal urban environments does not support the assertion, c) The 
individual participant has no influence over the size of his fund, 

This usually is true, but there are choices: one can take more than 
one share, participate in several groups at once, or simply stay out; 
or one can try to organize a new RoSCA closer to one's taste, d) In 
the lottery and some other schemes the individual cannot decide the 
exact time he will receive his money, But this is precisely why com- 
petitive bidding has been introduced in some afeas, In other cases, 
one may take a loan froma special reserve fund when early timing is 
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, needed, e) Savers do not receive interest on their deposits, In 
many systems, however, they do, As for other schemes, this 
applies only to beneficiaries of the last few rounds: the first drawers 
can always use their funds in the local capital market, f) ''Forced'! 
savings may embarrass a participant who suddenly finds himself 
without income, But, there are devices to counter such inconven- 

, ience, and the problem is present in any kind of contractual 
obligation, 


There has been some speculation, and a range of views, on the 
future prospects of indigenous savings and credit associations and 
the possibility of their integration with the modern financial sector, 

Levin remarks that the RoSCA is inadequate for people who have a 
proclivity for productive investment and need to have large sums 
of money on long term loan at their disposal, Admittedly, larger 

it RoSCA funds could be created by having more participants in one 
cycle, and cycles could be longer, but these changes would in- 
crease the possibility of default, He therefore argues for a kind of 

' hybrid mechanism that combines the best of two institutions: mem- 
bers of a RoSCA could borrow from a bank by using as collateral 
their continued participation in a respectable susu, The fact that 
in parts of Africa and Asia claims to a RoSCA fund are accepted as 
negotiable instruments supports Levin's argument, One may bor- 
row, either from outsiders or froma special group fund, against 
a future RoSCA fund as collateral, Indian banks who themselves 
organize chitties of the competitive bidding type accept such col- 
lateral, and in Kerala State even the Government has entered the 
field of chitties. 





Institutional organization of RoSCAs has advantages for both 
parties, For the bank, a RoSCA mobilizes savings and attracts a 
new type of clientele, normally too shy to cross its threshold, 
Commissions and fees from running a chitty can be quite handsome, 
Participants, on the other hand, will have the benefit of the organ- 
izational expertise, efficiency and financial reserves of the bank, 
Experience in India shows that the failure rate of chit funds caused 
by a lack of reserves to cover defaults is lower for chit funds 
organized by banks than for those established by individual RoSCA 
promoters, and that banks charge lower commissions than indivi- 
dual organizers. Once in contact with a bank, RoSCA members 
can learn about and use its full range of services, 


Because credit agencies can hardly afford to spread local branches 
all over the countryside, the use of traditional associations as a 
mechanism to channel public funds into village economies is one 
central reason for integration, The scale-of-lending and some other 
arguments put by advocates of village cooperatives can also apply 
to the case for an expanded role for RoSCAs, To this is added the 
"intermediate function", that is, the socializing mechanism of a 
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RoSCA that facilitates adaptation of traditionalists in a period of rapid 
socio-economic transition. Evidently, RoSCAs and analogous asso- 


ciations are capable of performing this function in both urban and 
rural settings. 


A massive influx of large monetized outside resources has poten- 
tially dangerous repercussions on the broader social framework if 
not carefully related to the absorptive capacity of the community, 

The more one moves away from what is traditionally acceptable, the 
greater the chance of disrupting the fabric of affinity and of social 
control in face-to-face relations, Liberal financial assistance can 
easily provoke fraud, jealousy, corruption and evasion of obligations, 
and thus destroy the potential for the development of a new "commer - 
cial ethic'’", To acertain extent this has already been the fate of some 
State-sponsored agricultural credit programs, Provision of credit 
has still to be kept within the context of the socio-economic environ- 
ment of the borrower, and here there is much to learn from traditional 
credit suppliers, especially in terms of what criteria to apply and 
what policy and procedures to follow, 


If the channeling of public funds via traditional circuits requires 
handling with great care, what about the reverse--the channeling of 
rural savings into the formal capital market? Governments and 
banks have repeatedly voiced concern over the mobilization of rural 
savings, as if this fundamental service is nowhere performed very 
effectively. Typically, the formal capital market has largely chosen 
to ignore the existence of traditional savings and credit associations, 
As catalysts of rural savings, these associations could link the 
informal and formal money markets, 


But is sucha link desirable? It would not necessarily increase 
the amount of savings--the rural savings habit is already there. It 
could merely imply a transfer of resources from the informal to the 
formal capital market, This, in itself, is not a guarantee of opti- 
mum use of resources, Moreover, financial intermediation by banks 
in LDCs, avoiding risks and insisting on good collateral, is normally 
not performed in the interests of small scale entrepreneurs, farmers, 
traders or craftsmen, In the absence of '"bankable" entrepreneurs 
and/or projects, banks may prefer to keep their funds idle rather 
than to channel them to second-best customers, In contrast, RoSCAs 
are the little man's bank, Here, money is not idle for long but 
changes hands rapidly, satisfying both consumption and production 
needs, Where banks, cooperatives or credit unions have tried to 
serve people at this level, low repayment rates and substantial 
losses have often resulted, But under the triple shelter of local 
knowledge, collective support and social control, traditional institu- 
tions usually have managed to avoid disaster, 
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There are examples indicating that rural people commonly pre- 
serve liquid assets as insurance against future eventualities, and 
with a need for 'instant' capital they may keep these assets out of 
traditional channels of savings and credit, Here the institutional 
market could provide a convenient alternative by offering a safe 
place to deposit money where it earns interest, The examples of 
India and South Korea demonstrate that it is possible to attract 
banked savings that are accumulated via the RoSCA mechanism, 
Recently, a similar experiment has started in Cameroon, 


The present formal and informal capital markets in LDCs are 
serving the interests of different types of clientele, Integration 
of both under present circumstances might benefit the weaker 
section of the economy, a section for which the formal market 
has not shown much concern in the past, The remarkable survi- 
val of the RoSCA over the years, and its persistence even in 
more sophisticated economies, suggests that there still is a need 
and a place for this institution alongside other, more modern 
financial intermediaries, There is a vital lesson here for the 
advocates of building stronger institutions upon traditional forms 
of savings and credit, If a case can be made for modernizing 
traditional institutions, surely an even stronger plea can be made 
for traditionalizing modern institutions, 


[ Extracted from a paper prepared 
for the Conference on Rural 
Finance Research, sponsored by 
the Agricultural Development 
Council, in San Diego, California, 
28 July-1 August, 1977. ] 
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Guidelines for Specifying 
Credit Terms 


J. D. Von Pischke 


[ These guidelines attempt to provide an exhaustive list of the general 
principles which should be observed by lenders when they fix the 
terms on which they can provide credit, These include interest, 
maturity schedules, recovery mechanisms and security requirements, 
as wellas principles for the evaluation of the applicant and his loan 
application, and the implications of using non-price criteria for allo- 
cation of credit. These are couched in terms of the lender's business 
and the type of relationship he seeks to establish with his customers, | 


1. Interest and other fees collected from bor- 
rowers should reflect the lender's: 


a) administrative costs, 

b) cost of capital, 

c) risk premium--bad loan losses, and any 
extraordinary collection expenses excluded 
from administrative costs above; 

d) revenues in the form of subsidies or grants 
as an offset to costs; 


e) exposure to loss in real loan portfolio value 
from inflation, 


2. The principal amount of a loan should: 


a) not exceed the incremental investment costs of 
the undertaking being financed, which may include 
i) working capital requirements, 
ii) additions to fixed assets, 
iii) pre-operating expenses--e,g., develop- 
ment costs, training, trial operations; 

b) not finance the borrower's profit, but rather 
be limited to some portion of his costs; 

c) be fixed at a level which requires equity parti- 
cipation in the loan-supported investment. Too 
liberal loan support may jeopardize the bor- 
rower's commitment to the success of the 
investment, 


Mr. Von Pischke is an agricultural credit 
specialist at the World Bank, Washington, D.C, 
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d) not exceed, after the collection of interest, the borrowers’ 
debt capacity. 


Loan maturities should: 


a) be scheduled to ensure that principal and interest are re- 
covered during the economic life of the asset or project 
financed. (Economic life refers to the period in which the 
use of the asset would be financially remunerative to the 
owner, assuming a reasonable degree of adversity. ) 

b) be consistent with the constraints imposed on the lender 
by his capital structure, including the term structure of 
his liabilities, 


Debt servicing obligations should: 


a) be established with adequate provision for probable adversity; 

b) be consistent in timing and in size with the pattern of un- 
committed cash flow generated by the undertaking being 
financed, or the total uncommitted cash flow available to 
the borrower, (Borrower's uncommitted cash flow refers 
to the funds available after meeting costs of production, 
working capital and other expenditures required for normal 
growth, consumption requirements, the servicing of other 
debt, and other uses of funds which the borrower considers 
or could reasonably be expected to consider more important 
than servicing the proposed loan.) 


Repayment or collection mechanisms should be efficient in: 


a) ensuring loan recovery; 

b) being administratively feasible for the lender and the bor- 
rower, or for any third party transferring funds to the 
lender on behalf of the borrower; 

c) generating responses to situations of greater than expected 
adversity. 


Security or collateral requirements: 


a) should diminish the lender's risk; 

b) should restrict the borrower's access to credit from other 
sources where repayment obligations to such other sources 
could impair the borrower's ability to repay the lender 
taking collateral; 

c) should be administratively feasible in the sense of 

i) being economic to administer, 
ii) permitting realization in the event of non-payment; 

d) are not a panacea, and may not always be in the lender's 
best interest. 


49 








The lender's analysis of the borrower's proposition and situation 
should: 


The lender's credit decision criteria and procedural matters should: 


a) focus on the undertaking as a whole, or the borrower's entire 
financial position, except where the borrower's situation or 
the undertaking as a whole have no material bearing on the 
probability of ensuring timely recovery of amounts due for 
repayment; 
include considerations of those types of adversity which may 
reasonably be expected to occur over the life of the loan, In 
agricultural and agroindustrial financing, reasonably expected 
adversity frequently includes: 

i) natural elements such as drought, gloods, fire, predators, 
death of the borrower, livestock mortality; 

ii) institutional elements such as the ability of suppliers to 
have materials available on time, the ability of the 
marketing system to absorb output and remain sufficiently 
solvent to meet its obligations on time, price changes, 
theft, government intervention; 

iii) managerial skills of the borrower in relation to the 
technologies and activities financed by credit; 

iv) personal elements such as experience with credit, health, 
attitude, approach to social and familial obligations, 
political status or vulnerability, 














c) evaluate the borrower's character and intent with respect to 


the fulfillment of his obligation to repay the loan, 


a) promote efficient credit administration; 
b) be consistent with long run institutional goals, such as lender 


survival and expansion; 


c) not subject the lender to political influence sufficient to over- 


whelm financial logic; 


d) ensure that the borrower retains a sufficient share of the gains 


from the loan-supported investment so that he has a commit- 
ment to ensuring the success of the investment; 


e) be consistent with realistic aspirations of the borrower; 
f) be conducive to the establishment of a mutually beneficial 


business relationship between borrower and lender, 


[ A Note for teaching a course in credit 
at the Economic Development Institute, 
World Bank, Washington, D.C. Copy- 


right © 1978, International Bank for 
Reconstruction and Development, | 


“50 














Miners from the Milluni tin 
mines in the Andes mountains of 
Bolivia. (Photo: United Nations) 


52 





Production and Trade of Minerals 
in Developing Countries 
Rex Bosson and Bension Varon 


[ The Western countries are increasing mineral production less rap- 
idly than the developing or socialist countries; the former account 
for most of the imports of metals, The contributions of metal 
mining to national economies are considerable, and while there are 
various possible disadvantages the gains are usually greater. | 


World consumption of all mineral commodities 
combined increased tenfold between 1750 and 
1900, whereas over the same period population 
expanded by a factor of 2,2 and per capita con- 
sumption by 4.5. During the last seventy years, 
mineral consumption has grown further by a 
factor of 12,7, population by 24, and per capita 
consumption by 5,3 (see Figure 1), The rate of 
expansion accelerated in the post-World War II 
period; growth rates have been highest in the 
new metals, especially aluminum, and in alloy- 
metals, such as nickel, chromite, molybdenum, 
and titanium, which are used to improve the 
properties of iron and steel, 


Global Trends 





The growth in global production (including cen- 
trally planned economies) of nine major cine- 
rals over the period 1950 to 1970 is shown in 
Table 1. World mineral production (and, apart 
from inventory changes, consumption) has been 
increasing at annual rates of 5 to 6 percent over 
the past decade. Increases have varied substan- 
tially across the range of minerals: uranium, 


Mr. Bosson is assistant general manager of Chase 
NBA - New Zealand Group, Ltd. Mr. Varon is 

a senior economist with the East Africa Region, 
World Bank, Washington, D.C, 
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Figure 1. Growth of Population and Value of World Mineral Output in 
Constant (1972) Prices, 1900-70 
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nickel, and aluminum have all shown above-average growth rates of 
7 percent or more a year; copper, lead, and zinc have been growing at 
3 to 5 percent; and tin at less than one percent, 


Developing market economies have increased their mineral produc- 
tion faster than developed market economies, This trend is expected 
to continue; by 1980 the value of mineral production is likely to be 
about equal in the two regions, representing 35 to 40 percent of world 
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Table l, Estimated Raw Material Value of World Production of Nine 
Major Minerals, 1950-70 














Value Growtn of value per 
(millions of dollars) year 1950-70 
(percent) 
Mineral 1950 1960 1970 
Bauxite and 
Alumina 63 253 726 13,0 
Copper 2,415 4,056 6,080 4,7 
Iron 4,531 Sant 5,655 6,7 
Lead 333 469 677 3.6 
Manganese 184 345 483 4.9 
Nickel 214 492 960 7.8 
Phosphorus m 225 407 804 6,6 
Tin 403 431 540 4,5 
Zinc 432 648 1,422 4,9 
Total 5, 806 10, 438 17,047 5,:5 





mineral output in each case, The centrally planned economies have in- 
creased their mineral output even faster than developing market econ- 
omies, accounting for about 26 percent of total mineral output in 1970 
compared to 14 percent in 1950. The regional trends in consumption, 
however, diverge from those in production, Most of the growth in 
world mineral consumption has occurred in the developed market 
economies, with substantial growth in the centraliy planned econ- 
omies as well, In 1970, developing market economies which in 

that year produced about one-third of the world's mineral output (in 
value) accounted for less than 6 percent of world mineral consump- 
tion, In the next five to ten years the developing countries will prob- 
ably still consume under 10 percent of world mineral output, compared 
to 65 percent or more for the developed market economies and about 
25 percent for the centrally planned countries, Per capita consump- 
tion has varied widely among the three economic regions: in 1970 
developed market economies consumed roughly thirty times more 
mineral raw materials (in value) per capita than developing countries, 
and 3,5 times more than the centrally planned economies, 


There is virtually no stable trade in minerals between centrally 
planned economies and the rest of the world, with the exception of 
trade in such minor minerals as tungsten and antimony. Production 
in the centrally planned economies as a group just about equals con- 
sumption, For the developed market economies as a whole, the ratio 
of mineral imports to mineral consumption has increased from about 
33 percent in 1950 to 39 percent in 1970, and the figure is expected to 
rise further, Whereas North America has been able to reduce its im- 
port requirements during the past two decades (mainly because of 
major increases in Canada's mineral output), and Australia and South 
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Africa have become major mineral exporters, Western Europe and 

Japan have become highly dependent on mineral imports, This trend 

is expected to continue, so that by 1980 Western Europe may import 

more than 80 percent of its mineral needs and Japan about 95 percent, 


Structure of Trade 





Most international trade in mineral commodities takes place between 
the developed and developing regions, In the trade between categories 
of countries, the 1970 net imports of developed market economies were 
in the order of $4, 300 million; the net exports of developing market 
economies came to $4,500 million; and the small balance ($200 million) 
represented net imports by the centrally planned countries, These 
intergroup figures grossly understate the value of international min- 
eral trade and oversimplify the structure of trade, since intraregional 
trade is quite significant, For example, in 1972, trade among devel- 
oped countries accounted for nearly 60 percent (in value) of world 
trade in nonferrous metals, In comparison, trade between developing 
countries is no more than 2 to 3 percent of the world total. The dis- 
tribution of gross exports and imports by region is shown in Table 2, 

It shows that developed countries as a group account for 90 to 95 per- 
cent of world imports, as expected, but supply, in return, roughly 
60 percent of world exports, 


Table 2, Gross Exports and Imports of Selected Minerals, by Region, 1970 


Distribution ) 
Total value (percent) 
( millions Centrally 
of dollars) World Developed Developing planned 











Exports (f, 0, b. ) 


Ores and «Satie 
concentrates 4,179 100 58 41 1 
Metals 10, 470 100 65 31 4 
Total exports 14, 649 100 63 33 4 
Imports (c, i. f. ) 
Ores and 
concentrates™ 6, 084 100 94 2 2 
Metals 10,513 100 90 8 2 
Total imports 16,597 100 91 6 3 





*Iron ore, bauxite, copper ore, nickel ore, manganese ore, zinc ore, chrome 
re, lead ore, tin ore, 

Copper, tin, nickel, lead, zinc, aluminum. 
Source: United Nations, The Signifi 

Trade in 1970 (A9544/add, 1) (New York, April 4, 1974). 

Import dependence and source of imports vary by commodity and by 
country, For example, at one extreme, the United States imports only 
25 to 30 percent of its aggregate requirements of nine minerals; it is net 
exporter of one (phosphate rock) and depends heavily on imports only in 
the case of four (tin, manganese, bauxite, and nickel), A large propor- 
tion of its imports come from its two mineral-rich neighbors, Canada 





and Mexico. The Soviet Union has also become a major supplier 
of some minerals in recent years, 


At the other extreme, Japan obtains about 90 percent of its mineral 
requirements from abroad, It depends on imports for almost 100 per 
cent of its needs of five major minerals (bauxite, nickel, phosphate, 
tin, and iron ore) and for about 95 percent of copper and manganese 
ore, This makes Japan the world's largest importer of minerals and 
a powerful force in their markets, A large portion of Japan's raw 
material consumption goes into manufactured products destined for 
export to other markets, Japanese import demand, therefore, de- 
pends on economic conditions (and market access regulations) in 
third markets--largely, but not exclusively, other industrialized 
nations, 


The changes in world mineral trade brought about by Japan go far 
beyond the reorientation of exports in terms of destination, and merit 
special attention, Greater participation by Japan in world mineral 
trade has played a key role in increasing competition among im- 
porters, altering the pattern of resource development and procure- 
ment, diversifying the source of exports, and providing new oppor- 
tunities for suppliers in Asia and Oceania, such as the Philippines, 
Indonesia, India, and, of course, Australia, Japan's aggressive 
strategy of securing supply through long-term contracts has pro- 
vided a model for other importers and exerted a stabilizing influ- 
ence on the market, Through innovations in transport and market- 
ing, Japan played a key role in widening the geography of the 
world mineral market, as witnessed by the fact that its imports 
originate in five continents, 


The changes fostered by Japan have benefited all mineral produ- 
cing countries, developed and developing, and some had an especi- 
ally favorable impact on resource development in the developing 
countries. For example, Japan's vast and expanding need for raw 
materials and her policy of diversifying the sources of supply in- 
duced her not to overlook small projects and benefited many small 
countries in Africa, The pressure of Japanese competition jolted 
the generally conservative European investors into action and 
shortened project appraisal and investment decision time in some 
cases, The relative security of markets provided through long- 
term contracts was instrumental in attracting co-investors, That 
these benefits resulted from policies based on self-interest--to 
gain markets for her own products and to avoid the opprobrium of 
neocolonialism--does not detract from their importance, The 
pragmatism of Japanese foreign resource development policy eman- 
ated from the totality of her import dependence, and a confidence in 
the international resource supply system it helped to forge, In 
retrospect, Japanese resource policy may be thought to have had 
some unfortunate side effects for developing countries: it favored 
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the import of mineral ore and maximum processing at home; it made 
producers excessively dependent on one economy; and it led to some 
exaggeration of the security provided by long-term contracts, It 
would not be surprising, however, if the totality of her import depen- 
dence induced Japan in the future to take initiatives to respond better 
to the needs of the developing countries, for example by encouraging 
local processing in the producing countries, as advocated by some 
influential Japanese experts, 


Some producing countries enjoy competitive advantages in certain 
markets because of geographic location and the tailoring of processing 
capacity in these markets to the grade and processing characteristics 
of the minerals they produce, Examples of such captive market situa- 
tions are Morocco in phosphate rock exports to Western Europe, 
Caribbean countries in bauxite export to the United States, Australia 
in a number of exports (iron ore and coking coal, in particular) to 
Japan, and Canada in nickel and iron ore exports to the United States, 
While these factors undoubtedly give producing countries a bargaining 
advantage, the advantage is not always one-sided, Proximity of sup- 
plier and user and the gearing of processing technology to the product's 
processing properties also mean that the supplier is captive to the 
importer, Iron ore sales by Sweden to continental Europe and bauxite 
shipments from Jamaica to the United States are examples of such 
mutual dependence, 


Contribution of Minerals to National Economies 





All major advances in meeting human needs in the past--for food, 
housing, health care, education, jobs, and transport--have been pre- 
dicated on the use of additional minerals, more efficient use of min- 
erals, or use of better minerals--often a combination of all three, 
Throughout history, the discovery of a new mineral, or a new alloy, 
or a new method of extracting or processing a mineral, or a new ore- 
body has had a major impact on industrial growth as well as on life 
style. But, while the mineral sector plays a crucial role in the econ- 
omies of several countries, on a global or regional basis the magni- 
tudes of its contribution to GNP, industrial production, or employ- 
ment are limited, In the developed market economies the nonfuel 
minerals sector contributes 0,66 percent of GNP, less than the 0,72 
percent of a decade ago, Even in the developing countries its contri- 
bution is only 1.2 percent of GNP, slightly up from 1,1 percent ten 
years earlier, In the centrally planned economies, the figure falls 
somewhere in between, 


The mineral sector nevertheless makes a very important contribu- 
tion to the economies of individual developing countries, For example, 
in four African countries the sector accounts for more than 30 percent 
of GDP; in another eight (half in Africa, half in Latin America) for 
more than 10 percent; and in another six for more than 5 percent, 
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Available statistics indicate that the mining sector accounts for as 
much as 15 percent of total employment in three countries (Zaire, 
Zambia, and Liberia), The mining industry of the Republic of 
South Africa provides employment for large numbers of migrant 
workers from neighboring countries, In some countries, such as 
Malaysia and Bolivia, employment in small-scale mining repre- 
sents a significant proportion of total employment, The contri- 
bution of the nonfuel minerals industry is most readily measurable 
and appears to be greatest with regard to export earnings, Approx- 
imately 16 percent of the current exports of the developing coun- 
tries consist of nonfuel minerals, compared to 12 percent in the 
mid 1950s. The mining sector accounts for up to 95 percent of 
total exports in some developing countries, for more than 50 per- 
cent of exports in eight to ten countries, and for 20 to 50 percent 
in a dozen countries, 


Substantial benefits can accrue to a country from a properly 
structured and administered mineral industry, Mining activity 
earns foreign exchange and produces additional revenue through 
taxes and royalties; it may stimulate development of depressed 
regions, improve the professional and technical skills of nationals, 
and provide a nucleus for economic development, In the past two 
decades, mining has become a major source of public and private 
revenue for many newly emerging nations, Most mineral projects 
are by and large independent of the size of the local market, With 
proper policies and assistance, the industry can be competitive in 
any country suitably endowed with natural resources, Conse- 
quently, once a mineral resource has been discovered, internal 
political pressures to develop it tend to be great, especially in 
countries not endowed with much else or facing a steep uphill 
struggle to become competitive in other sectors, 


The mining industry can also have effect, directly or indirectly, on 
the economy of a developing country that might be considered less 
desirable, By their very nature, mineral export projects have 
remained enclaves, better integrated with the outside world than 
with the host economies, and have allowed little backward integra- 
tion. The capital intensiveness of the industry results in the em- 
ployment of a relatively small labor force; to bid for scarce skilled 
labor, and to counter the disadvantage of remote location of opera- 
tion, mining companies must usually pay relatively high wages and 
establish their own quasi-urban areas, These steps could encourage 
wage increases in other sectors, a move to more capital-intensive 
methods, and thereby a deterioration of the competitiveness of 
domestic products in regional and world markets, Mining projects 
tend to create a labor elite class, which could lead to increased de- 
mand for middle class consumer goods which often have a high im- 
port content, This creates problems for the host government, In 
reacting to this situation, however, governments and concerned 
observers should not fail to give sufficient credit to: the establish- 
ment of company towns which, despite some shortcomings, are on the 
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whole, socially beneficial for their upgrading of education and health; 
the cadre of trained workers, created at considerable cost; and the 
establishment of economic activities which justify infrastructure 
development and thus contribute to the opening up of remote areas, 
But the management of mineral revenues is important, Disappoint- 
ment of expectations from mineral sector development can, in many 
cases, be attributed to the government's failure to use the industry's 
tax contribution effectively to diversify the economic base of the 
country, This reinforces the economy's dependence on the mineral 
export sector for its imports of consumer goods, and the standard 
of living and growth of national income become even more tied to 

the performance of the mineral sector, 


The basic questions concerning the mineral sector's potential for 
negative contributions to national economies are illustrated in Ray- 
mond F, Mikesell's evaluation and analysis of the Bougainville copper 
mine in Papua, New Guinea (Foreign Investment in Copper Mining, 
Johns Hopkins University Press, 1975), The author concludes that 
the project has had both positive and negative effects but that, espe- 
cially when these are projected over the next fifteen years, the bene- 
fits more than offset the adverse effects. To mention some of the 
usually overlooked benefits, the project's contribution to employment 
has already been substantial and will continue to be far in excess of 
the 3,600 workers currently employed directly by the mine, At the 
peak of the construction period the total work force of the project 
amounted to over 10,000 workers, the majority of whom were for- 
merly unemployed urban and rural dwellers, not wage and salary 
earners leaving previous employment, "It seems likely that the 
withdrawal of skilled and experienced workers from other sectors 
of the economy (during the construction phase) was more than com- 
pensated for by the training and experience of the workers returned 
to the economy, '' In the exploitation stage too, the project will result 
in the training of large numbers of workers, far greater than the nor- 
mal work force of the mine because of the high rate of turnover, Be- 
tween 700 and 800 trained and experienced workers have already left 
the mine, 'many of whom will eventually employ their skills in other 
sectors of the PNG economy [ Papua New Guinea]. Even the non- 
skilled laborers will have acquired an understanding of the disci- 
plines of a modern industrial society. It seems likely, therefore, 
that over the years BCL will make a significant contribution to the 
supply of mechanics, electricians, machinists, welders, heavy- 
equipment operators, carpenters, and supervisors in the PNG economy," 





In the area of agriculture, although the construction of the mine 
resulted initially in a significant short run loss of cash crop produc- 
tion by withdrawal of labor previously available for agriculture, the 
increased demand for fruits and vegetables generated by the mining 
communities is expected to more than compensate for the initial loss, 
The region's major crops, cacao and copra, have already gained 
from increased access to markets and ports provided by the trans- 
island road built by the company, and by the creation or upgrading 
of other roads inthe region, The Papua New Guinea project did 
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create a labor elite, since the average indigenous worker employed 
by the mine received wages over four times those of the average 
worker in this sector, and the import content of personal consump- 
tion of the workers at the mine was higher than the average for the 
region, Mikesell's analysis highlights the way the contribution of 
the mine to the economy depends on measures to improve output 

in other sectors, He concludes: 


"The ultimate contribution of the Bougainville mine to both the 
national product and to the PNG balance of payments will depend 
upon an increase in the domestic value-added content of market 
expenditures. For there to be a substantial rise in real national 
income beyond the direct contribution, there must be an increase 
in productivity. Increased investment should be induced by the 
increased demand for local goods and services, by the new 


investment financed by the additional savings generated by the larger 
incomes, and by the availability of foreign exchange for imported 
equipment, materials, and technology... If nothing is done to in- 
crease productive capacity and productivity, the vast bulk of the 
domestic income generated by the mine may simply be used to 
purchase additional inputs for consumption, On the other hand, if 
investment and productivity rise as a consequence of the stimulus 
provided by the increase in domestic purchasing power, the rise 
in national income could be substantial--perhaps 50-100 percent 
of BCL's direct contribution to national income, "' 


To summarize, the "enclave industry" label is well deserved, 
But this should not be used to argue that mining is bound to have 
gross adverse effects in the developing countries and therefore 
should be given low priority on a development plan, This would 
prevent the establishment of a properly operated, regulated, and 
economically integrated mining industry--the only model we advo- 
cate on the basis of the unacceptibility of the current experience, 
It would be like throwing out the baby with the bathwater, 


[ Extracted from Chapter 3 of 

The Mining Industry and the 
Developing Countries, Published 
for the World Bank by the Oxford 
University Press, 1977, Copy- 
right© the International Bank for 
Reconstruction and Development, | 
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Mineral Development in the 1980s 


Task force of the British-North American 
Committee (BNAC) of the National Plan- 
ning Association 


[ New mineral investments in many Third World countries have been de- 
creasing over the past decade, while those in North America and Aus- 
tralia have grown, despite typically low grade ores, Along with in- 
creases in the level of costs, the biggest reason is the perceived poli- 
tical risks, New approaches are needed so that host governments, 
developers and lenders will understand each others’ positions, ] 


Changes in world market conditions in the past 
decade have combined to slow down new mineral de- 
velopment inthe Third World. These include rapid- 
ly rising costs, new threats to the security of invest- 
ment, and new problems in organizing a satisfactory 
distribution of the risks and benefits among the many 
differing interests that are bound to be involved, 
Differences in outlook concerning the role of foreign 
investment in general and foreign private investment 
in particular have also sharpened, Recent years 
have seen an increasing disillusionment of private 
investors and a growing caution in committing them- 
selves to new investments, This is likely to impede 
the economic development of those Third World 
countries in whose territories such minerals exist, 
but it will probably not cause major supply shortages 
of nonfuel minerals for the economies of the indus- 
trialized countries, 


There is need to evolve a new philosophy of mutual 
interest in the orderly development of natural re- 
sources throughout the world, Any philosophy of 
mutual interest should include the welfare of the host 
country, the terms of employment of its citizens, 


The BNAC is a tri-national committee (U.S., U.K., 
Canada) sponsoring research in the National Planning 
Association, a non-profit research organization in 
Washington, D.C. 
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the opportunities to be offered local management and the eventual 
transfer, on agreed terms, of the equity in whole or in part to the 
host country, as well as the interests of investors, 


No General Shortage of Nonfuel Minerals 





The three major nonfuel minerals on which our industrial society 
is based are distributed widely among both the industrialized and the 
developing countries: iron ore occurs in nearly every country, even 
in Europe. While the better grades of bauxite (a preferred source of 
soluble alumina) occur chiefly in tropical areas as a result of the 
weathering of volcanic rock, alumina is present in clays everywhere 
and some of these can be substituted for bauxite in the production of 
aluminum, although at substantially higher cost, should the need 
arise, The occurrence of copper is widespread in the whole circum- 
Pacific belt including the Cordilleran mountain system extending 
from Cape Horn through the western United States to Alaska, and in 
the arc extending from Turkey through Iran and into Australasia. 
Additional deposits appear in Eastern Canada and central Africa, in 
Poland, Russia and possibly in China. One immense deposit, of some- 
what poorer grade, occurs in the United States at White Pine, Michigan, 


The industrialized world does, however, have some mineral prob- 
lems. Chromium is one, It is found in economic quantities only in 
central and southern Africa, in Turkey and Iran and in Russia, High- 


grade tin and tungsten deposits are also limited, as are land-based 
manganese and cobalt, 








For some other metals the picture is mixed. Columbium exists in 
economic quantities and grades in Canada and Brazil as wellas in 
Africa, Molybdenum appears extensively in the developed countries, 
Vanadium is frequently recovered as a coproduct in numerous extrac- 
tive processes, Nickel sulphide deposits are found in massive occur- 
rences in Canada and Australia, Canadian sulphide ores still have 
many years' supplies ahead; while Australia's sulphide ores are not 
yet fully defined, Lateritic nickel oxide ores from the weathering of 
igneous rock are plentiful in tropical areas, especially in New Cale- 
donia and other Pacific regions, in Australia, central America and 
Cuba, The fertilizer minerals, potash and phosphate, are both abun- 
dant at present, Deposits of potash in Saskatchewan and New Mexico 
and in East and West Germany are the principal sources, Phosphate 
rock is still plentiful in Florida and north and western Africa, the 
major world suppliers at present. Grades have been declining but 
there are vast tonnages of low-grade phosphate rock in many parts of 
the world. For more detail on world minerals resources, see Table l, 
(Note the distinction between Identified Reserves and Identified Re- 
sources in the last two columns, ) ‘eal 








Public interest in the availability of minerals and their increasing 
cost have prompted growing attention to conservation, Efforts are 
directed to "materials saving" in various kinds of production, Further, 
the innovative development of substitute materials is a constant process 
when rising prices stimulate research to find ways of cutting down the 
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Table 1, Current World Production and Reserves 
of 21 Metallic Minerals 

















Identified Ratio of Identi- Ratio of Identi- 
Annuat Dacarcus fied Reserves fied Resources ) 
Production Perceived %Increase & te Cammaistive ° to Cummulative 4 
Units 1974/75 av, for 1975 over 1973 Demand 1974-2000" Demand 1974-2000 

IRON AND ALLOYING METALS 

Bulk 
Chromium Thou, S,T, gross weight 7,640 1,900, 000 +4% 5.7 over 10.0 
Iron ore Million L, T. ore &77 259, £00 +4% 4.5 9.8 j 
Manganese Thou, S. T. gross weight 24, 488 6,000, G60 +308% 4.9 8.8 
Nickel S. T. metal 823,612 59,500, £00 +29% 2,1 4,2 

Vitamin 
Cobalt S. T. metal 32, 202 2, 700, 000 -1% rR | 3.7 
Columbium Thou, lbs, metal 24, 753 22,000, 900 +94% over 10,0 over 10.0 
Molybdenum ‘Thou, lbs. metal 181, 137 13, 200, 000 +40% - (i 7.0 
Tantalum Thou, lbs. metal 1,100 110,000 +22% » ae 4,3 
Tungsten Thou, lbs, metal 82,979 3,900, 000 +42% 1,2 3.5 i 
Vanadium Thou, Ibs. metal 45, 749 21, 400, 000 +6% 3 na, 
NONFERROUS METALS 

Bulk 
Bauxite Thou, long dry tons 73,995 17, 000, 000 +10% 4.0 6.6 
Copper Thou, S, T. metal 7,855 450,000 +22% 5.8 
Lead Thou, S. T. metal 3,798 160, 000 +11% ic2 2.4 
Tin L, T, metal 220, 821 10, 200, 000 +144% ee 2.7 y 
Zinc Thou. S,T, metal 6, 342 150, 000 +15% 1 6.9 

Vitamin 
Germanium Lbs, metal 250, 960 4, 000, 000 +142% on 1.5 
Geld Million troy oz, metal 39. 25 1,350 +35% 3s 1,8 
Mercury 76 lb, flasks metal 258,068 5, 250,000 -0. 9% ae zy. 
Plantinum gr, Thou, troy oz, metal 5,775 .561, 000 -10% 3.3 ‘8,7 
Selenium Thou, lbs. metal 5,731 370, 000 tS4% 3.0 over 10,0 > 
dilver Million troy oz,- metal 291,.35 6,100 +11% 4 1.7 





S.T. = short ton 

L, T. = long ton 

1) Reserves estimated to be economically exploitable at 1974 prices, 

2} This cclumn compares the estimates for Identified Reserves in 1975, from the source cited, with those for 1973 in the 
comparable publication two years previously. The ancrease reflects in part new discoveries in hitherto Hypothetical 
Resources, But, it should be recognized that since the definition of Reserves at any given time assumes the economic 
feasibility of their extraction at current prices, the prospect of higher prices alone will promote some identified but 
hitherto Subeconomic Resources into the status of Reserves, 

3) Cummulative demand covers primary metals only, no scraper recycling, 1974 prices are assumed throughout, 

4) Figures for "Resources" includes "identified reserves" plus geclogically identified sources that are subeconomic 
at 1974 prices, 


Sources: Reserves from Commodity Data Summaries, 1974 and 1976 (Bureau of Mines, U.S, Department of the 
Interior). 


Forecast of demand from Mineral Trends and Forecasts (Bureau of Mines, U.S, Department of Interior, 1976). 








use of scarcer minerals, A relative reduction of use with respect to 

total output will stretch available supplies over much longer periods, And, 
as the cost of minerals rises, resources that have been identified but are 

as yet subeconomic at current prices will gradually become exploitable 

reserves, thus increasing supplies, Relative increases in material prices 

have continually helped to "unlock" the barriers to new higher-cost re- 

sources, Similarly, improvements in technology may also be counted on 

to increase mineral supplies by making it possible to continue working t 
the lower and lower grades of ores, and by improving recoveries from 

given deposits, Another addition to resources may ultimately come from 

the development of deep-sea mining techniques, making possible the 


economic recovery of nickel, copper and cobalt, as well as manganese, | 
from ocean nodules, 
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The range of substitution possibilities is extensive, There can be 
substitution in the source of a mineral--for instance, among types of 
ores (as from bauxite to other aluminum-bearing clays), among loca- 
tions of roughly comparable ore bodies (as from South America to 
North America), and among minerals--for instance, from copper to 
aluminum for electrical transmission, or from steel to aluminum for 
transportation vehicles--and from metallic minerals to quite different 
materials--for instance, plastics or ceramics, In addition, the use of 
recycled secondary minerals is already important and is growing, 

The extent to which recycling of minerals is economically feasible 

will increase as the cost of extracting new sources rises, whatever 
the cause of this increased cost, Some recycling processes 

and measures that are not now feasible will become economic, Any 
increased vulnerability of new sources of primary metals would also 
warrant giving greater priority to recycling, Thus, a review of the 
physical availability of minerals indicates that our industrial society 
is not likely to exhaust its supplies. Most studies of the subject con- 
clude that many minerals exist in large enough quantities in the earth's 
crust to satisfy worldwide demands for a long time, 


Breakdown of System for Supply of Capital 





During the 19th century, industrial growth in Western Europe and 
the United States was largely based on indigenous mineral resources, 
By the beginning of the 20th century, however, the industrial nations 
were reaching out overseas in all directions to support their growing 
industrial activities and investing their savings in the development of 
mineral resources in distant parts of the world; many of these were 
within their colonial empires, Capital was relatively easy to obtain 
for these areas because the political and economic structures were 
closely tied to those of the metropolitan centers of the industrial 
world, The copperbelt of central Africa, for example, grew and 
prospered relatively well under these conditions, Large investments 
were also made in Brazilian, Venezuelan and Liberian iron ore, in 
Caribbean bauxite and in Latin American copper. Thus, for 50 years 
in Latin America and Africa, substantial mineral developments were 
carried out with ease and to the satisfaction of the users of the min- 
erals and of the investors in these developments, 


After World War II, many of these previously metropolitan- 
controlled areas obtained their political independence, This had the 
effect of weakening the fabric of economic and financial relationships 
that had facilitated mineral development in the earlier period, This 
contributed to disengagement by the metropolitan countries, in part 
voluntary by investors, in part encouraged or enforced by the emerg- 
ing countries which showed a strong desire to exercise ever-greater 
control over their own resources and to try to obtain the value added 
from processing these resources locally, 


During the decade of the 1960s, mineral investment in the Third 
World paused, New iron ore projects were developed in Canada and 
Australia, as was bauxite in Australia. But, even counting this, 
development slowed overall, Political events such as the civil war 
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in Zaire, and confrontations over taxation and investment affecting 
Chilean copper and Venezuelan ore, for example, frightened inves- 
tors, With increasing frequency, the terms of concessions were re- 
opened and changed unilaterally. While it was easy to impose such 
changes in the rules on heavy investments once they had been made, 

the effect was to discourage investments not yet made in other mineral 
projects in other countries, or in the same country, Some governments 
sought unilaterally not only to change concessional terms but to impose 
new taxes with long retroactive effect; the risk of being subjected to fu- 
ture changes involving new elements of "retroactivity" was a significant 
additional deterrant to investments, Statements by some governments 
that new private capital would still be welcomed, even sought after, and 
that new investments would be treated differently from the "old capital" 
that was taken over in the process of asserting ''sovereignty over nat- 
ural resources"! did not succeed in changing the investment climate, 


Meanwhile, the private mineral companies operating in less-developed 
parts of the world were evolving their own policies and attitudes, Most 
have developed a growing sensitivity in their relationships with host 
governments, local economies and local peoples, This resulted in in- 
creasing participation of local capital, a growing appreciation of the 
potential for training of local employees, and a widening local parti- 
cipation in management. Despite such progress, however, the decade 
of the 1960s witnessed an increasing atmosphere of antagonism to pri- 
vate foreign investment, Conditions for assembling the huge amounts 
of private capital needed for modern mineral development became still 
more unfavorable, The 15-year record of nationalization of existing 
projects in Zaire, Zambia, Peru, and Chile in the case of copper, in 
Guyana in the case of bauxite/alumina, and in some other minerals as 
well as in petroleum had entirely predictable results, One result was 
that political risk analysis came to supplement, and in many cases 
was now conceived to surpass in importance, the usual economic risk 
analysis involved in making new investment decisions, 


In the early 1970s a period of coincident prosperity in the developed 
and developing worlds contributed to worldwide inflation, fed also by 
massive additions to liquid reserves in the monetary system, and re- 
sulted in a brief period of very high prices for raw materials, These 
developments obscured the slowdown in private investment in the Third 
World which had been triggered by the events of the 1960s, They also 
led governments of some Third World countries to believe that the 
prices at the peak of the cycle, and the related gross profit margins 
that provided them with substantial tax revenues, were likely to per- 
sist indefinitely. However, the worldwide recession and sharp fall 
in metals prices which followed the boom, as well as the economic 
repercussions of the oil price increase, added to the unwillingness 
of lenders to risk further funds to investment, contributing to the fall 
in mineral development activity, Many projects were slowed, their 
completion stretched over a longer period, or they were postponed 
or canceled entirely. 


66 


ed 


Shift to more reliable sources, The problems just described have 
been bringing an enormous shift in the location of new mineral activity. 
By the early '70s, a preponderant share of exploration and new mineral 
investment in the non-Communist world was going into four areas: the 
United States, Canada, Australia, and South Africa, The shift of in- 
vestor interest away from the Third World began almost as soon as 
the political challenge to established methods of financing development 
became apparent, During the 1960s, each major nationalization in the 
developing world brought a reevaluation of the relative attractiveness 
of other sources of minerals, For example, the nationalization of 
copper industries in Zaire, Chile and Zambia 5 to 15 years ago en- 
couraged the development of deposits containing lower grades of cop- 
per in North America, The relative attractiveness of higher-grade ores 
in the more problematical parts of the world was altered in favor of the 
higher political attractiveness--and overall profitability--of lower- 
grade deposits elsewhere which rated better with investors, 





Hundreds of millions of dollars, billions even, of capital that might 
have flowed to the Third World have been invested in developing alterna- 
tive supplies in areas where the financial outcome is more predictable 
and the profitability more assured, The competitiveness of these alter - 
native supplies has been enhanced by substantial increases in cost for 
much of the Third World output, as many of the developing countries 
that took over control of mineral operations have not maintained the 
former efficiencies of production, At the same time, the cost econ- 
omies of some very large-scale operations of the lower-grade deposits 
shifted the competitive balance in favor of this type of mining. Perhaps 
even more important for its long-range implications for mineral devel- 
opment is the effect of recent trends in discouraging new exploration in 
the Third World. Exploration is the essential seedcorn of new invest- 
ment, Widespread exploration activity, in which successful finds are 
in a small fraction of the areas investigated, must precede the definition 
of new deposits and other development, Exploration usually adds an 
additional two to five years to the full development cycle, The effects of 
the shift of exploration activity in the 1970s away from areas considered 
too exposed to various security risks will probably show up in the early 
or mid-'80s. 


Capital Costs of New Capacity 





Increases in Capital Cost, Throughout the world, the capital costs of 
major new mineral projects have risen rapidly in the past five or six 
years--much faster than the general inflation of prices, At present 
prices for most minerals, these new capital costs are not viable, Yet 
both the public and government's lag in appreciating the facts of this new 
situation, tending to look upon recent price increases in minerals as un- 
justified and inflationary when, in fact, prices have only begun a neces- 
sary correction to the new realities, The usual accounting methods are 
inadequate for showing the effects of inflation on profits and cash flow 
because they are both exaggerating profits and providing inadequate set- 
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asides for replacement, Prolonged delay in achieving a new bal- 
ance between prices and the cost of development can result in tem- 
porary shortages followed by abrupt and dramatic adjustments, 


Other factors having heavy effect on the availability of minerals in- 
clude the costs of exploration, development, production, processing, 
and transportation, All have been hit by inflation, A special discon- 
tinuity was introduced by the fourfold increase in petroleum prices, 
with widespread consequences--for example, in determining which 
ore grades are economic, Costs of the production of minerals have 
also been affected, especially in North America, by the increasingly 
stringent requirements for pollution control and by the long time 
needed to obtain the necessary permissions from governments and 
local authorities, 


Heavy capital equipment used in mineral development and plant 
construction has a substantial skilled labor content, especially as it 
is usually custom-built, It is here that wages have been rising fast- 
est and that other inflationary factors have hit hardest, Thus, the 
cost of construction and capital equipment for mineral development 
has risen disproportionately, An example of the escalation in cost 
of new productive capacity is the cost of a new aluminum smelter in 
the United States, In the mid-1960s, the cost of constructing a 
smelter (the reduction cells alone, without alumina plant or fabrica- 
tion facilities) was less than $1,000 per annual ton of reduction capa- 
city. To build a replica of this equipment in 1976, with no major 
change in technology except an increase in the investment necessary 
for effluent control, would require approximately $2,500 per annual 
ton, 


Thus, even though the world will not run out of resources, even 
though minerals are not likely to be denied to the industrialized na- 
tions by cartel action, and even though there will undoubtedly still 
be wide fluctuations in the prices of many basic industrial mater- 
ials, the average future levels of these prices promise to be consi- 
derably higher than those upto now, This is partly because of the 
enormous increase in the capital costs of new capacity, This situa- 
tion has particularly adverse implications for the less developed 
countries, since any new mineral development in these countries in- 
volves substantial amounts of supporting infrastructure (this is also 
true in Arctic regions and other outlying parts of the industrialized 
world), Whentransport, power, housing, water, and hospitals nor- 
mally have to be provided for major minerals' developments, this 
adds substantially to capital costs, The special burden of providing 
infrastructure creates a bias toward expansion of existing capacity 
in preference over wholly new projects, It also adds to the attrac- 
tions of the developed world, where much of the infrastructure al- 
ready exists. For example, mining bauxite in Australia close to 
established bauxite mines is now more attractive than developing 
new mining areas in the Caribbean or in Africa, 


68 





Risks, Large-scale mineral development always has an element 
of physical risk: continuity and consistency of the ore body, unpre- 
dictable rock or water conditions, and so forth, Volatile prices and 
other market uncertainties add to these risks, Today, modern min- 
eral development is of immense scale, requiring unprecedented ag- 
gregations of capital--$500 million for a single project is now com- 
monplace, Mineral projects from $1 to $2 billion total cost are no 
longer unusual, Three- to six-year periods are required to produce 
mineral projects of this size, and the period from initial successful 
discovery to production is, of course, much longer, The size of 
projects is becoming larger and the time required to complete them 
is longer. All this adds to the capital cost and risk, 





It is inevitable that governments will interest themselves in some 
way in projects of this scale and importance, Moreover, such pro- 
jects are unusually sensitive to the effects of governmental inter- 
vention--whether by taxation or other fiscal action, concession 
terms, etc., or in the form of the more severe threat to security 
of investment, expropriation in whole or in part, where the investor 
is ina poor bargaining position over terms of compensation, Pro- 
jects of this size are also extremely sensitive to midstream changes 
in government terms--changes which have become all too frequent 
in recent experience, Thus, in recent years, the unpredictability of 
government behavior in all countries has become as potent a disin- 
centive to the raising of new capital as the previously more usual 
threats to the security of investment, But, the impact of this un- 
predictability is far more serious in the Third World. 


New Approaches Needed 





To succeed, future approaches to obtaining capital for Third 
World mineral development will have to redefine a realistic balance 
between the interests of producers and consumers, between the 
possessors of resources and those who have the capital and provide 
the markets, between the roles of lenders and venturers, between 
host states and mineral developers, A viable balance must be found 
among all these different interests--which are themselves in constant 
adaptation to new circumstances, new pressures, new forces of 
supply and demand, 


The state, the investor and the developer must reach understand- 
ing on two matters, First, they have to settle the distribution of what 
economists call ''economic rent'' by an agreement that must have 
some likelihood of not being altered basically and unilaterally during 
the lifetime of the investment, This would not, of course, preclude 
changes in such a basic agreement when the underlying circumstances 
vary; but such changes must not be unilateral or capricious, They 
must be reached by the usual process of negotiation among all inter- 
ested parties, following agreed procedures which, preferably, have 
been outlined in advance, These must include established procedures 
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for resolving disputes that may arise over interpretation of agree- 
ment provisions, Second, there has to be an understanding of the 
contribution made by those who construct a project and by those who 
are given an incentive to stay on to operate it, and of the role of the 
mineral developer in attracting capital and related managerial and 
technical know-how, 


The mineral developer in an involved and costly deal usually has 
the obligation to prove to the lender that the project will work, This 
kind of assurance is normally enshrined in completion guarantees, 
which shift much of the risk from the lender to the mineral developer 
until the project is proven to the lender's satisfaction to work success- 
fully. Meanwhile, the developer implicitly bears the major part of the 
total financial burden of the project. Such completion guarantees thus 
require a high degree of control by the developer over both the con- 
struction and the launching of a new project, In addition, the lender 
usually wants a similar guarantee of effective workability of the pro- 
ject and salability of its product during the whole period of loan re- 
payment which, in the case of major mineral projects, may be 10 to 
20 years, (That is why "turn-key" projects are rare in large-scale 
mineral investments, ) 


The basic dilemma is that a host government may want full con- 
trol over a project from the beginning, but to satisfy fully this wish 
undermines the primary means by which major loan capital can be 
attracted to the project. It is essential to find some means of in- 
volving a private developer to ensure completion, performance and 
the servicing of debt, in the real terms of the world investment 
market, 


Not all countries in the Third World have found this an intractable 
problem, In the case of the few new large-scale mineral projects 
that are still moving ahead to completion of construction or early 
production (in Indonesia and in Botswana, for example), it would 
appear that successful ways were found to provide acceptable guaran- 
tees, to the mutual satisfaction and protection of the lenders and 
mineral developers and host governments, The investment climate 
elsewhere must be reinvigorated by devising a new system based 
on those basic concepts that are essential ingredients of viable in- 
vestment, These are: sanctity of contract, predictability of out- 
come, a return for taking or sharing the risks of investment, com- 
petitive cost, and assured markets, When assurances can be given 
on these essentials, there should be no shortage of capital and the 
associated management and know-how for new mineral projects in 
the eighties, 


[ Extracted from Mineral Developments 
in the Eighties: Prospects and Problems, 
Washington, D.C,, National Planning 
Association, 1976, Copyright© British 
North American Committee, ] 
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Where Should Developing Countries’ 
Minerals Be Processed? 


Marian Radetzki 


[ The reasons why companies based in industrial countries which have 
overseas mining operations in developing countries tend to want pro- 
cessing facilities located in their home countries are analyzed, as 
are the reasons why the mineral producing countries want processing 
located in their territory, Divergences of interest are not present in 
all respects, but in some they are likely to remain; better under- 
standing could reduce conflicts and facilitate adjustments, | 


The Third World is becoming an increasingly 
important source of world mineral supplies, 
While resource-endowed developing countries 
and extractive multinational firms have a strong 
communality of interests in getting the rich min- 
erals out of the ground, there is a growing con- 
flict between them about the location of further 
mineral processing activities, The firms' de- 
sire to maintain a major share of the processing 
in the industrialized West contrasts with the de- 
veloping countries' efforts to expand the degree 
of local processing. The purpose of this paper is 
to study the causes of this conflict of interests be- 
tween the two parties, and to assess the rational- 
ity of the strategies pursued by the mineral- 
endowed developing countries in this field, 


The Background 





Developing countries have for a long time been 
very important suppliers of metal minerals, In 
1972-74, their share of total internationally traded 
supplies amounted to 37% for iron ore, 59% for 
copper, 60% for manganese ore, 65% for bauxite 


1S, Mr. Radetzki is with the Institute for 
International Economic Studies, Stock- 
holm, Sweden, 
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and 85% for tin, In the developed countries (except Australia, Can- 
ada and the USSR), mineral resources have been explored in detail, 
Exploitation of the deposits found has also been going on for a long 
time, and the metal mineral potential has been gradually depleted, 
The mineral deposits now taken into use are frequently on the mar- 
gin of what is economical, 


The situation is quite different in the Third World, Most devel- 
oping countries contain areas that are a nearly virgin territory to 
the mineral prospector, Even in traditional mineral-exporting 
developing countries like Peru or Indonesia, only a small propor- 
tion of the total territory has hitherto been covered by exploration, 
Hence, there is less prospect of depletion within the coming de- 
cades, As exploration is intensified, new deposits often are un- 
covered, The size and richness of these usually exceeds the global 
average in the respective mining industries, Even though infra- 
structural costs may be high in new areas of mineral development, 
the exploitation of these deposits frequently gives rise to consider- 
able rents (i.e. surplus over direct costs), 


Foreign capital has until recently played a dominant role in the 
mineral sectors of the Third World, The normal colonial or Latin 
American pattern was for a multinational extractive company to 
develop a mine ina colonial territory, to treat the ore locally only 
as much as was essential for transport cost considerations, and 
to export it to the industrialized world for further processing, 
fabricating and manufacturing. 


Since about 1960, however, the dominance of these firms has 
been substantially circumscribed, Governments of many develop- 
ing countries have gradually taken control over mining and metal 
processing within their territories, With the help of increased 
taxation, or outright nationalization, the national administrations 
of Third World countries have succeeded in extracting a major 
share of the ''excess" profits emerging from the exploitation of their 
rich mineral deposits, Anxious to expand the national benefit from 


Table 1. Mineral processed as a percentage of total mineral mined in 
developing countries * 





1960 1970 
Bauxite 3 10 
Copper 75 78 
Iron ore 23 25 
Lead 57 69 
Tin 66 719 
Zinc 29 42 





Source: World Bank. 


*Computed at the value produced by mining and processing operations as a 
percentage of total value produced, had all ore mined been processed to 
metal ingots (or pelletized in the case of iron ore). 
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mineral exploitation, a majority of Third World countries currently 
pursue energetic policies to increase the degree of local processing 
of the minerals exported, The success of these efforts during the 
1960s can be measured by the figures of Table 1, Policies aiming 
to expand this kind of mineral processing have frequently come into 
conflict with the interests of the multinational extractive firms, who 
commonly have a strong preference for maintenance of the existing 
pattern, 


Company views on location of mineral processing 





The basic objective of the mineral extracting firm is long-run 
profit maximization, along with a number of economic and para- 
economic considerations such as the desire to assure survival and 
maintain market shares, the avoidance of excessive risks, a sense 
of common cultural heritage with home country government, etc, 
The tradition of locating mineral processing in the industrialized 
mineral-importing countries is well entrenched. A marginal econ- 
omic advantage would ordinarily not be sufficient to bring fortha 
relocation decision. A multinational mining firm would need sub- 
stantial inducements to overcome the thresholds of reluctance and 
reconsider its habits in this respect, 


We start by discussing the most common case, where the multi- 
national extractive firm is integrated forward into mineral proces- 
sing. There are some circumstances under which important cost 
advantages could be derived from location of mineral processing in 
a developing, mineral-exporting country, Reduction in the cost of 
transport is the first major economic advantage from locating pro- 
cessing in the country of mineral extraction, The distance between 
exporting and importing nations is frequently substantial, and the 
metal content of the ores mined may be low, Precious metal ores, 
but also ores for some base metals like copper or tin, commonly 
have a metal content below 1%. Transport costs would become quite 
prohibitive in such cases if the material were to be shipped in its un- 
processed form: for each ton of metal contained in the ore, at least 
one hundred tons of useless rock would have to be shipped. The 
transport savings from concentrating the material close to the mine 
site are crucial to the overall economy of extraction, and concentra- 
tion is regularly undertaken in the mineral-exporting country, Inter- 
national shipment over large distances is quite common, on the other 
hand, for such materials as bauxite with 15-20% metal content, cop- 
per concentrates containing 25-35% copper, and iron ore where the 
iron metal constitutes about one-half of total weight, 


To obtain a rough idea of the savings in transport costs: taking in- 
dicative figures for ocean shipping costs in the early 1970s at $5 per 
ton, and the processing costs to convert 5 tons of bauxite into 2 tons 
of alumina at $50, the savings in transport from conversion of the ore 
into alumina, amounting to $15, will equal 30% of the processing costs 
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involved. Conversion of 3 tons of copper concentrate into 1 ton of 
blister copper (99% metal content), costs about $220. With the 
same ocean shipping costs, the saving would be $10, or 4.5% of the 
processing cost, These figures provide a rough indication of the 
importance of feasible savings in transport a few years ago, The 
attainable savings may be reduced by the bias in international 
freight rates in favor of unprocessed materials, and by the cost- 
reducing modern facilities for bulk handling of ores in many ports, 
On the other hand, transport is highly oil-intensive, and the increased 
oil prices since 1973 have added to the relative importance of the 
savings. 


A second circumstance likely to reduce the cost of processing in 
the mineral-endowed developing country has to do with the availa- 
bility and cost of producing in particular environments, Many 
mineral-processing activities are highly polluting. The densely 
populated industrial centers of the world have become increasingly 
environment-sensitive in recent years, and costly regulations and 
restrictions have been imposed on mineral processing in these coun- 
tries, The relative laxity in environmental restrictions in most 
developing countries considerably improves the competitiveness of 
polluting metal processing located in the Third World, 


A third circumstance favorable to locating mineral processing 
and metal fabricating in some of the mineral-exporting developing 
countries has to do with the energy-intensive nature of many such 
activities. More than half of the aluminum smelting costs, and 
about a quarter of copper smelting and refining costs consist of 
energy. High energy proportions in total processing costs can also 
be found in other metals, e.g. nickel or zinc, The availability of 
immobile low-cost energy in the country of mineral extraction can 
make the metal processing exceedingly competitive when energy is 
important in the total cost structure, Abundant and cheap energy re- 
sources have become available in some mineral exporting developing 
countries, This is true for instance in Ghana, and will soon be true 
in Zaire, where hydro-electric projects have been or are being de- 
veloped with supplies far in excess of current local needs, The 
large amounts of electric power available at rates substantially be- 
low current energy prices in industrialized nations constitute a 
strong attraction to local processing of bauxite, copper and other 
ores mined in the two countries, The natural gas emerging as a by- 
product of oil production in the Caribbean is another relevant case, 
It is uneconomical to export this gas, so rather than wasting it, 
plans are now in progress to use this resource as a cheap energy 
base for aluminum smelting activities in the region, (These plans 
have been initiated by the governments of the region rather than the 
multinational mining firms in the area, ) 


Low labor costs in developing countries are sometimes brought 
out as a fourth condition favoring location of mineral processing in 
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the developing exporting nations, This factor is probably much less 
important than the preceding ones, in view of the high capital- 
intensity and low share of labor costs in mineral processing, 


The circumstances noted above have certainly contributed towards 
company decisions to relocate mineral processing in some cases, 
and probably explain some of the ongoing change reflected in Table l, 
In a majority of cases, however, the cost advantages involved have 
apparently not been sufficient to make the companies reconsider 
their location policies, 


Company reasons against relocation of processing facilities, Even 
where pure cost considerations point to a location in developing coun- 
tries, the existence of processing installations at home will deter the 
companies from building up new capacity in the mineral-endowed ex- 
porting countries, at least inthe short run, The short run may be 
quite extended, given the longevity of processing plants. Further- 
more, because of the very far-reaching scale economies, it is only 
seldom that new investments in complete processing installations 
are undertaken, Expansion and/or gradual, partial replacement of 
existing facilities is much more common, The short-run disadvan- 
tages to the company of relocating its processing activities thus 
develop into semi-permanence, 





Another short-run deterrent to relocation could be the ready avail- 
ability of infrastructural facilities required by the processing industry 
in the industrialized importing countries, In the mineral-exporting 
nations, in contrast, such installations may be non-existent, Roads, 
housing, etc, may have to be built, Even if the long-run economics 
of processing in the developing exporting country, including the costs 
for required infrastructure, were favorable, the company may decide 
against it due to constrained availability of finance, 


The tariff structure in industrialized importing nations is fre- 
quently biased against mineral processing in developing exporting coun- 
tries, Thus, effective tariffs on the component of value added by pro- 
cessing may be quite high. Whatever the importing nation's motivation 
for creating such a bias, the skewed tariff structure provides com- 
panies with a strong argument for their reluctance to relocate, 


The companies' feeling of exposure to "political risks'' when in- 
vesting in developing countries is. probably a major factor inhibiting 
decisions to relocate mineral processing, The fear that the host 
country government might increase taxation, nationalize without ade- 
quate compensation, or otherwise fail to honor the agreement it has 
signed with the multinational company creates a desire to minimize 
the resources at stake, The mine location is geologically given, and 
necessitates the company's presence in the developing country. In 
mineral processing, on the other hand, where there is a choice of 
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alternative locations, the company's desire to avoid the political 
risk, whether warranted by reality or not, would usually be ex- 
pressed by a higher rate of return requirement from any project 
located in the riskier mineral-endowed developing countries, 


A related factor at a more general level is the multinational 
firm's unfamiliarity with the social and economic environment of 
a developing country, The cost of obtaining, and the mental bar- 
rier to absorbing the relevant information are factors which inhi- 
bit the company's relocation decisions, 


Views of the unintegrated mining company, In the absence of 
local mineral processing plants, the non-integrated multinational 
mining company has the liberty of selling its produce in the inter- 
national market to the customer of its choice, Once local proces- 
sing is established, however, the government is bound to circum- 
scribe the company's freedom by demanding that the mineral be 
sold to the local processing industry, Economies of scale would 
restrict the number of processing ventures in each mineral- 
exporting country, and the reduction in the number of potential 
customers would weaken the company's bargaining position, For 
these reasons, the unintegrated mining company too, can be ex- 
pected to oppose efforts to establish local mineral processing in 
the mineral-endowed developing country. 





The company decisions about the location of mineral processing 
in developing nations emerging from all the above arguments are 
likely to be more negative than the expected results from a location 
policy aiming at optimal resource allocation from a global point of 
view. Needless to say, such decisions fall far short of the desires 
and ambitions of the governments of mineral-exporting developing 
countries, 


The view of producing countries 





Expansion of GNP, creation of employment, and increased gov- 
ernment revenue are among the long-run objectives in the economic 
policies of a developing country richly endowed with metal minerals. 
Scarcity of investment funds commonly sets limits to economic pro- 
gress, and part of domestic investment expenditures must be covered 
by capital imports. How does forward integration from mining into 
mineral processing help in achieving the policy objectives pursued ? 


It may be instructive to ask at the outset why the mineral-endowed 
country should invest in its minerals at all, Modern mining projects 
are highly capital-intensive ventures, and their employment effects 
are limited. The answer is that if the mineral deposits are rich and 
cheap to operate, their profitability and hence their contribution to- 
wards GNP and government revenue will be so high as to more than 
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compensate for their small employment creation, Despite capital- 
intensity, therefore, investments in mining will be socially attrac- 
tive. 


The capital-intensity of mineral processing ventures is commonly 
even higher than that in mining. Furthermore, since the costs of 
metal smelting and refining are unrelated to the mineral-exporting 
country's rich natural endowments, there are no obvious reasons to 
presume that these processing activities would necessarily yield 
high levels of profit. Unlike the mining ventures, mineral proces- 
sing activities are not self-evidently attractive in terms of the 
national goals pursued by the country in comparison with other 
possible investments, 


The usual companies! assessment of alternative locations for pro- 
cessing installations has only a partial validity for the national gov- 
ernment of a mineral-exporting country. The multinational firms' 
doubts and hesitations about location of mineral processing in the 
developing exporting country have no meaning for the national govern- 
ment in so far as they are based on the firms' existing ownership of 
processing facilities abroad, on their assessment of political risk 
exposure, or on their unfamiliarity with socio-economic conditions 
in the host country, The difficulty posed by importing countries' 
biased tariff barriers would appear as more of a transient and nego- 
tiable problem, when looked upon by the national government of the 
exporting country. However, to the extent that savings in transport, 
absence of environmental restrictions, or availability of cheap energy 
and labor can reduce the costs of metal smelting and refining, the 
competitiveness and profitability of locating the processing ventures 
in the mineral-exporting developing countries will improve, Their 
contribution to GNP and tax revenue, and hence their attractiveness 
to the government will consequently be enhanced, 


One might argue that the social advantage arising from increased 
profits in polluting industries is nullified by the welfare loss from 
environmental deterioration. But numerous mines and mineral pro- 
cessing plants in the Third World are located in uninhabited areas 
like jungles or empty deserts, where the harm of pollution is insig- 
nificant, More generally, where there is a trade-off between envi- 
ronmental quality and income, one would expect the social attractive- 
ness of polluting industries to be greater in poor than in rich coun- 
tries, This could explain the relative laxity in environmental 
restrictions imposed upon industry in developing countries, 


Capital imports. For a mineral-exporting developing country 
which supplements its national investment resources with capital 
imports, there may be an advantage in emphasizing mineral pro- 
cessing because foreign funds for such activities are easier to 
obtain than for other uses, Certain industrialized nations heavily 
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dependent on minerals imports are prepared to provide public sup- 
port to programs which would assure their long-run mineral sup- 
plies. France, Germany and Japan, for instance, subsidize their 
mining and metal processing corporations' foreign ventures with 
that objective in view, The foreign investors in mining, keen to 
obtain the right to exploit and export the mineral, may be amenable 
to accepting the condition that their engagement also include local 
processing of the crude material, especially in cases where they 
can expect subsidies from their home governments for the entire 
investment package. 


The developing country's government ordinarily has no similar 
leverage when trying to obtain foreign capital for other sectors. 
When comparing investments in mineral processing on the one hand, 
and in such activities as agriculture and manufacturing on the other, 
account must therefore be taken of the superior ability of the former 
to attract foreign resources, 


Transfer pricing. In cases where mining and mineral processing 
are under the same ownership, location of the latter in the develop- 
ing exporting country may benefit the government by reducing the 
company's opportunities to manipulate profits and tax payments 
through transfer pricing. Control of the company's overall opera- 
tions would be facilitated if both mining and mineral processing are 
located in the same country. When exports consist of refined 
metal, the export prices can easily be compared with available 
international quotations, whereas in the case of unprocessed min- 
eral products there are fewer uniform international price quotations, 








Market structure, The structure of the market of potential im- 
porting buyers becomes important when exports of a mineral'pro- 
duct take place "at arms' length" (i.e, not between subsidiaries of 
the same company). The market where unprocessed metal minerals 
are brought is highly concentrated. Non-ferrous metal smelters and 
refineries as well as steelworks have very important advantages of 
scale, Their huge capacities frequently require supplies from many 
mines, Their limited number can reasonably be expected to give 
rise to monopsony gains, and certainly to buyers' bargaining power, 
In contrast, refined metals and metal components are bought by a 
variety of industries, and the concentration among the buyers of 
each metal is lower, The case of copper provides an illustration of 
the differences between the two markets, 


There are only about a dozen independent copper smelters, world- 
wide, that buy copper concentrates from unintegrated mines. Though 
prices of copper concentrate are based on the London Metal Exchange 
(LME) quotations, the actual payments are arrived at after various 
complicated and ambiguously defined deductions, leaving considerable 
scope for different interpretations, This provides the stronger party, 
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the smelters, an opportunity to bargain for additional benefits from 
the transactions, In contrast, the suppliers of refined copper metal 
in international trade have a great number of customers to choose 
between, Trade is normally transacted within a straightforward con- 
tract, specifying quantities and payment terms, The LME prices 
usually apply. If a supplier is unable to find a customer, he can 
always dispose of his product directly at the Exchange, 


This situation provides a further argument in favor of a mineral 
producer government's efforts to build up a processing industry at 
home, It is not claimed that refined metal prices could be increased 
with the help of forward integration, but integration could be instru- 
mental in transferring to the mineral exporting country some of the 
monopsony profit now earned by the buyers in unprocessed product 
markets. Assessment of the size of the possible gains involved 
raises formidable problems, and will not be attempted here, 


It is frequently stated that forward integration of production from 
the crude mineral into refined metal or fabricated product would 
carry the additional benefit of reducing the instability in prices and 
export revenues now plaguing the mineral exporting developing coun- 
tries. However, there appears to be little foundation for sucha 
belief. The predominant cause of price instability in minerals mar- 
kets is the business-cycle-induced variation in demand, This has 
its origin in the fluctuations in demand for mineral-containing fin- 
ished consumer and capital products, The producers of the raw 
materials, components, and finished products can react in different 
ways to the regularly occurring temporary shortfalls in demand, 
They can either continue to produce at full capacity and accept the 
ensuing price fall, or they can try to keep prices stable by contrac- 
ting their capacity utilization, or a combination of the two, The 
choice of reaction pattern is related to the price elasticity of demand 
in each case, and more generally to the degree of market power held 
by the sellers. But it should be clear that whichever method is 
chosen, the variation in demand is bound to destabilize the producer's 
revenues, The social cost of adjusting supply by varying capacity 
utilization and employment is not necessarily smaller than the cost 
of having to operate in markets with unstable prices, 


Economic diversification through forward integration 





The governments of developing, mineral-exporting countries are 
likely to wish to pursue the objective of economic diversification 
because they fear that the feasible growth of minerals exports in the 
very long run may be inadequate to sustain their desired expansion 
of GNP, employment, and public revenues, This could either bea 
consequence of resource limitations on the supply side, (as when 








deposits are exhausted), or follow from curtailed demand for the 
mineral due to changes in fashion or technology, 


Empirical evidence suggests that economic diversification may 
be quite difficult to achieve in many developing nations, The mineral- 
exporting countries listed in Table 2 have long pursued policies aimed 


Table 2. Exports of ten major minerals as 
a share of total exports, 
% 





1960 1972-74 
Bolivia 83 80 
Chile 77 78 
Peru 49 i 
Zaire 23 74 
Zambia 98 96 





Source: World Bank, Commodity Trade and Price Trends, 1973 and 
1976 editions. 


at reducing their dependence on the minerals sector, but it is clear 
that their endeavors have not achieved much success, It seems as 
if the rich opportunities offered by mineral exploitation attract a 
higher than desired proportion, not only of capital but also of quali- 
fied human resources, and of the time and preoccupation of the 
government administration, Opportunities in other activites are 
consequently left fallow, and the high dependence on minerals de- 
velops into a permanent feature of the economy, 


Instead of trying to reduce the dominance of mineral extraction 
by efforts to expand agriculture, forestry or the textile industry, 
diversification might be promoted by far-reaching forward integra- 
tion from mining into smelting, refining and fabricating, as wellas 
manufacturing of metal-containing finished products, The initial 
advantage of sucha policy is that it could rely on the technology, 
infrastructure and production capital employed by the mining enter- 
prises, and make use of the talents and experiences developed in 
mining, By fitting into an already existing economic structure, di- 
versification through forward integration will require less initiative 
and reorientation of resources, and may consequently be easier to 
carry out, 


This suggested policy has its contradictions and problems, The 
capital-intensive nature of mineral processing does not fit well into 
the factor availabilities of developing countries, One can also argue 
that forward integration would not substantially reduce the economy's 
dependence on its mineral base, But if forward integration was car- 
ried far enough, the capital intensity of metal industries is reduced 
as one proceeds upward in the production process beyond the smelt- 
ing and refining stage. Forward integration into manufactured 
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metal-using products which also require substantial non-metal inputs 
could constitute the definitive break-away from the one-sided re- 
liance on the mineral base, The reduction of mineral dependence 
could take various forms, e.g. through a broadened development of 
manpower, through widening industrial and export market experi- 
ence, or through backward integration into production of non-metal 
inputs for the predominantly metal-based manufacturing industries, 


Conclusions 





Our analysis has not resulted in any hard and fast conclusions on 
the benefits and costs of location of mineral processing in the country 
of mineral extraction, as seen by the two involved parties, although it 
indicates why the companies are hesitant and the governments eager 
to promote such location, On balance, however, the discussion clearly 
suggests that the mineral exporting countries could derive substantial 
benefits from the establishment of mineral processing within their 
territories, even when such location is against the economic interests 
of the multinational companies, Government efforts to promote for- 
ward integration in the minerals sector seems to be well in line with 
general development goals, 


Both parties would benefit by the cost reductions that might emerge 
from such location, Other consequences are, however, relevant to 
only one of the parties, Thus, the governments are not concerned 
with the capital loss to which the companies may be exposed when re- 
location of processing neccessitates contraction of their existing capa- 
city in the industrialized world. Similarly, the governments would be 
alone in appreciating the advantage to them of economic diversification 
resulting from forward integration, Other consequences of relocation 
imply a clash of interests between the parties: the greater scope for 
government control of a company following from the location of pro- 
cessing in the exporting country, and the simultaneous reduction in the 
firm's opportunities to manipulate transfer prices, 


Given these differences in outlook and objectives, some of the 
divergent views on location of mineral processing will necessarily 
remain, It is not obvious where the economic interest of the world 
community would lie. But the conflicts between the two parties could 
be reduced if each made an effort to understand the background to the 
other's motivations, and tried to yield and adjust to the other's in- 
terest where this could be done without much loss to the yielding party, 


[ Extracted from ''Where Should Devel- 
oping Countries' Minerals Be Proces- 
sed? The Country View versus the 
Multinational Company View, '' World 
Development, Vol, 5, No 4, April 1977, 
pp. 325-334. Copyright© Pergamon 
Press, Ltd,, Oxford, England, ] 
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Hard Mineral Exploitation of the 
Deep Seabed 


Seyom Brown, Nina W. Cornell, Larry L, Fabian, 
and Edith Brown Weiss 


[ The mining of copper, nickel, manganese and other metals from potato 
sized nodules lying on the ocean floor has now become an area of lively 
controversy. ‘The economic effects of ocean mining are difficult to esti- 
mate, Still more difficult is the effort to reach world agreement on how 
to manage ocean resources outside national limits of control; the rele- 
vant issues are described, and a possible policy outlined, | 


The existence of small nodules of metal on the 
ocean floor has been known since the 1870s, when 
the British ship Challenger dredged them up from 
the deep seabed of the Pacific Ocean, Composed 
mainly of manganese, with varying amounts of 
other minerals, the nodules remained primarily 
objects of scientific curiosity until after the Second 
World War, when new techniques of undersea pho- 
tography revealed vast concentrations of them, with 
densities of as much as 100,000 tons per square 
mile. The possibility that many of the deposits 
might contain commercially marketable quantities 
of minerals for which there was growing industrial 
demand stimulated exploratory work and scientific 
analysis in the late 1950s and early 1960s. 


The Ocean Floor Becomes Part of International 
Politics 





In the mid-1960s, statesmen began to consider the 
economic and political implications of the potential 
wealth on the ocean floor, In 1967, the terms of the 
growing international dialogue shifted as the Maltese 
Ambassador to the United Nations, Dr, Arvid Pardo, 
called for a treaty to assure that the resources of 


The authors were all members of’ the research staff of 
the Foreign Policy Studies program, Brookings Insti- 
tution, Washington, D.C, 
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the deep seabed, being mankind's ''common heritage, '' would be 
exploited by the international community for its own benefit, Here- 
tofore, the notion of international common property in ocean re- 
sources was used to justify open access to such property and its 
free use by all members of the international community, Pardo 
turned the concept around, insisting that the international com- 
munity's common ownership of the resources of the deep seabed 
meant that the international community, acting through interna- 
tional institutions, should govern the exploitation of the resources 
and reap the rewards, and that any exploitation of the deep seabed 
not authorized by the international community was illegitimate, 


Most developing countries enthusiastically endorsed the Pardo 
interpretation, stimulated in the main by inflated expectations of 
vast mineral wealth on the ocean floor waiting to be exploited. 
Although initially opposed by those countries that were developing 
technological capabilities for deep-sea mining (primarily the 
United States, the USSR, France, the United Kingdom, and Japan), 
a majority of UN members espoused so enthusiastically the con- 
cept of an international authority for the deep seabed that the 
United States and other maritime powers soon calculated that if 
they made some concessions on this issue they might be able to 
secure concessions from the UN majority on navigation rights, 
The maritime powers' perceived need (and opportunity) to court 
the developing-country majority on this issue explains the nearly 
unanimous vote in the General Assembly on December 17, 1970, in 
favor of the Declaration of Principles Governing the Sea-Bed and 
the Ocean Floor, and the Subsoil Thereof, beyond the Limits of 
National Jurisdiction, The provisions of this Declaration are 
couched in general terms that leave unresolved a number of con- 
tentious issues, to be discussed below, 


Characteristics and Exploitability 








of the Manganese Nodules 





Manganese nodules are small, potato-sized objects continuously 
being formed in the sediment processes of the oceans, and located 
on the deep ocean bed, Although they are a renewable resource 
(over the long term) and are found in numerous parts of the major 
oceans, they are still a scarce resource from a commercial pers- 
pective, for their chemical composition and density vary from 
place to place, Commercially, their most important elements are 
nickel, copper, cobalt; their other elements with commercial 
value are aluminum, iron, zinc, molybdenum, and vanadium, No- 
dules with the highest percentages of nickel and copper (approxi- 
mately 2 percent each) are found in parts of the Pacific Ocean, In 
addition to varying metallurgically, manganese nodules also vary 
in the density with which they are found on the ocean floor, Un- 
like land-based ores, manganese nodule deposits lie in a single 
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layer on the surface of the ocean floor, and have virtually no depth, 

The density can vary widely, with average densities ranging from 

0.5 to 3.0 pounds (wet) per square foot, An average density of two 
pounds of wet nodules per square foot is held to be necessary for 
successful mining. Most companies known t» be prospecting for 
the nodules are concentrating their searches ina relatively nar- 

row band of the Pacific lying roughly within the area bounded by 17° 
south, 17° north, 180° west, and the west coasts of the American 
continents, Even within this area, however, the density and condi- 

tions of the sea floor vary widely. 


The technology available for exploitation further limits the num- 
ber of sites that may be economically viable, There are believed 
to be three methods of mining, each under development by a differ- 
ent commercial organization, One is a pneumatic lift system, dev- 
eloped and tested by Deep Sea Ventures, Incorporated, which is a 
subsidiary of Tenneco, This type of mining rig would have to be ’ 
custom-built for each mining site chosen, because elements of its 
design depend upon such characteristics of the mining site as depth, 
water velocity, and the like. The second is a continuous-line 
bucket system, invented by Yoshio Masuda of Japan, The third 
system, developed by Hughes Tool, is believed to be a hydraulic 
lift system, and could be an outgrowth of oil drilling technology. 


All of these technologies require a relatively unimpeded ocean 
floor on which to operate, It must not be strewn with boulders, 
nor can it be broken up by rifts and valleys. The sediment layer 
must not be too soft to support the mining equipment. In addition, 
the area of the ocean under which the mine is found must not have 
too rough surface conditions of weather and waves or the ships doing 
the mining will not be able to hold sufficiently to their courses, 


The total number of commercially viable sites is likely to be 
limited, and some of them will be more valuable than others, The 
number of ''best'' sites is almost certain to be less than the number 
of potential miners, when it is considered that a single mine on 
such a site would have to cover about 8, 880 square miles to yield 
enough nodules over a forty-year life. (This large size is required 
because nodule deposits, as noted above, have essentially no thick- 
ness, Only surface area.) Thus, despite the ubiquity of manganese 
as a geological phenomenon, commercially valuable deposits will be 
rare, and there is likely to be a scarcity of the best sites, 


The Nodule Industry 





The mining of manganese nodules appears unlikely to be an openly 
competitive industry, While there are currently more than twenty- j 
five firms expressing an interest in mining, only a few are actually 
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likely to mine, The number of mine operations will probably be 
even less, as some companies are likely to form consortia or 
joint ventures for this endeavor, The major reason for sucha 
contraction in numbers is the high capital cost of a mining venture, 


The high capital costs depend in part upon the form of proces- 
sing to be employed. There seem to be at least two alternatives: 
the sulfate-roast method and the hydrogen chloride method, The 
first method apparently results in slightly lower percentages of 
metal recovery than the second, but has been in commercial use 
for nickel recovery from ores mined on land. This sulfate-roast 
method of processing yields copper, cobalt, and nickel, along with 
much smaller quantities of several other minerals, Apparently it 
can also yield manganese oxide, but it is unclear whether the man- 
ganese will be utilized. In general, the sulfate-roast method is 
referred to as a three-metal recovery system, while the hydrogen 
chloride method is referred to as a four-metal recovery system, 
It reportedly yields 98 percent recovery of minerals, and yields 
manganese as a pure metal, Moreover, according to testimony 
submitted in June 1972, this method can yield marketable quanti- 
ties of zinc, molybdenum, and vanadium, 


Estimates have varied in the past, but there seems to be an 
emerging consensus on capital costs and size of operation: $250 
million to $400 million for mining operations yielding either 1 mil- 
lion or 3 million tons of nodules, The larger tonnage is for an 
operation that does not recover manganese; such an operation 
apparently requires several ocean installations for each proces- 
sing plant, 


Estimates released recently by representatives of the companies 
involved in nodule mining indicate that operating costs per ton are 
declining over the range of tonnages under consideration, For out- 
put of 1 million tons of nodules, Rothstein and Kaufman show opera- 
ting costs ranging from $55 to $73 per ton, For output of 3 million 
tons per year, they estimate operating costs to be between $35 and 
$54 per ton, The estimate of Kennecott spokesman was between 
$21 and $30 per ton for a venture mining 3 million tons of nodules 
per year, 


Revenue and Market Impact 





Although the capital cost is high, the estimated rate of return on 
the investments also appears to be high, The revenue estimates 
depend primarily upon assumptions about world demand for man- 
ganese, cobalt, nickel, and copper, and how prices would be 
affected by the new ocean-based supplies, 
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Manganese in use today is mostly used either as ore or as ferro- 
manganese, and almost all is used in the production of steel, A 
small amount of pure manganese metal (electrolytic manganese) is 
produced and used; in 1970, consumption of manganese metal 
amounted to about 2 percent by weight of all manganese consumed, 
The processes for extracting manganese from nodules will yield 
manganese either as metal or as manganese oxide, Manganese 
oxide would be a substitute for manganese ore in steel production, 
Manganese metal would result from the four-metal mining system, 
manganese oxide from the three-metal system, It is unclear whether 
the production of manganese oxide is economical, however, and most 
discussions of the revenue potential of a recovery system that pro- 
cesses 3 million tons per year do not include it, 





The manganese metal output from one nodule mining operation 
capable of producing 1 million tons a year would be ten times the 
U.S. consumption of manganese metal in 1970, Clearly, the price 
would fall from the 1970 level. Manganese metal can successfully 
substitute in some steel production for high-carbon ferromanganese 
and yield a slightly better steel. Because the total manganese con- 
tent of the steel would not be changed, the substitution is likely to be 
one pound of pure metal for one and one-third pounds of ferroman- 
ganese, On this basis, the output from a million tons of nodules 
would amount to 21 percent of the U.S. consumption of high-carbon 
ferromanganese in 1970, The implication is that the price of man- 
ganese metal relative to that of ferromanganese would fall, perhaps 
to a level reflecting merely the differences in manganese content, 
and the price of high-carbon ferromanganese might also fall 
slightly because of the greatly expanded supply of both. 


Cobalt, The price of cobalt would be almost certain to fall once 
commercial mining of nodules began, This price decline, like that 
of manganese metal, would reflect the changed supply relationship, 
The cobalt extracted from one million tons of nodules would be 33 
percent of U.S. consumption of cobalt. Cobalt is a close substitute 
for nickel in some steel production, What restrains its use is its 
price, which has been as much as double that of nickel in the past, 
The total cobalt production from a mining operation producing one 
million tons a year would equal roughly 14 percent of U.S, con- 
sumption of nickel in 1970 and 1,3 percent of U.S, consumption of 
nickel and cobalt combined in 1970. The impact of such increases 
in the supply of cobalt is thus likely to remove the price difference 
between nickel and cobalt, but it is not likely to have any impact upon 
the price level of nickel. What happens to that level depends only on 
the impact of the nickel content of the nodules, 


Nickel, ‘The impact of nodule mining on nickel prices depends 
upon two things: the number of mining operations, and the response 
of the existing nickel suppliers, A mining operation yielding one 
million tons a year would yield roughly 8 percent of the U.S. con- 
sumption and 2 percent of world production in 1970, With proper 
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planning and cooperation, the number of mining operations by 1980 
and beyond could be kept to the number just able to fulfill increases 
in demand since 1970 without changing prices, which would mean 
mining only 4 million to 6 million tons of nodules by 1980, However, 
this depends upon the expansion plans of the existing nickel industry 
and its price response to new entrants in the field, The nickel in- 
dustry is an oligopoly dominated by the International Nickel Company 
(INCO), and the price is set by that firm. Assuming that INCO does 
not respond to new entrants by lowering the price and that only a 

few new mining operations are established (a realistic assumption, 
in view of the high capital cost), then the price of nickel probably 
will not fall, 


Copper, The copper in the manganese nodules would constitute 
only a minor part of world copper supply. A mining operation that 
produced one million tons of nodules a year would yield only 0.6 
percent of U.S. consumption and 0,1 percent of world production in 
1970. Thus, it would be unlikely that the price of copper would 
change as a result of nodule mining, 


Other Minerals. Deep Sea Ventures Inc, has testified that it 
would also retrieve small quantities of vanadium, molybdenum, and 
zinc from the nodules with its processing techniques, -These are 
probably the same minerals that are produced as by-products with 
the three-metal recovery system, No figures have been given on 
the concentrations of these minerals in the deposits Deep Sea Ven- 
tures has explored, John Mero, however, gives a variety of min- 
eral compositions for nodules dredged up in scientific voyages, 

The maximum concentrations of these three minerals for nodules 
found in the Pacific Ocean were 0,11 percent vanadium, 0,08 percent 
zinc, and 0.15 percent molybdenum for each ton of nodules mined, 
From one million tons of nodules, the impact of all three metals on 
the respective metal markets is likely to be imperceptible, 





The past levels of prices for the minerals that are the expected 
products of a nodule mining industry seem to indicate that with 
present technology and costs nodule mining will be profitable only 
if the industry remains small enough not to cause the world price 
of nickel to change significantly, 


Conflicting Economic Interests 





The two groups most concerned about the terms under which 
mining will occur are the technologically advanced countries with 
prospective capabilities to mine the nodules, and the less developed 
countries that export minerals, They disagree primarily over 
whether the criteria for use of the nodules should be private econ- 
omic gain or international distribution, In economic terms, the 
issue is who should get the economic rent from mining the nodules, 
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The technologically advanced group that wants to be able to mine the 
nodules is made up of public and private companies from five industrial 
countries: the United States (with three interested companies, and per- 
haps a lead in the necessary technology), Japan, West Germany, 
France, and the USSR. All of these would-be miners, particularly 
the Americans, want exclusive rights to designated areas of the ocean 
floor, as current technology for nodule mining has to be custom- 
designed for a particular mining site and might not be reusable else- 
where, More important, exclusivity is considered necessary to 
recover the expenses incurred in site selection, 


Designation of exclusive mining areas is being sought either through 
national legislation or through international treaty, Judging by the 
draft bills introduced on their behalf in the U.S, Congress, the miners 
are willing to pay nominal lease fees for their exclusive rights, but 
only if both their investment and a rate of return are guaranteed, If 
there is to be an international regime for nodule mining, the miners 
would prefer only a registry system, through which, for a nominal 
fee, national claims to ocean areas can be recorded and respected, 


The mineral exporting countries, however, fear that because the 
deep sea nodules might contain cobalt, copper, manganese, and nickel 
in proportions that differ from current patterns of supply, ocean- 
based production could swamp land-based production and depress 
some prices, Some of these countries have proposed an international 
authority for the deep seabed that would capture a good portion of the 
economic rent, The authority would itself be a mining agency, or 
would be responsible for regulating production in order to avoid or 
mitigate negative changes of the mineral prices in the world markets, 
Alternatively, the authority could compensate countries who suffered 
from sea-based competition, 


Regime Alternatives for the Seabed 





In view of the characteristics of the manganese nodule industry and 
the differing interests of various countries in nodule exploitation, it is 
not surprising that there remains much international disagreement on 
the design of an international regime for managing the deep seabed, 
The Law of the Sea negotiations have narrowed the range of choice, 
The real alternatives can be grouped in three categories, 


International Registry. In order to prevent claim jumping and re- 
duce inadvertent conflict over parts of the ocean floor, states could 
agree to notify the international seabed authority of their intention to 
explore and/or exploit a particular site (or to charter corporations to 
do so), and to wait for clearance from the authority before proceeding, 
The international authority might be designed to give virtually auto- 
matic clearance upon finding that a site was not yet being worked; al- 
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ternatively, it could be given certain regulatory functions incident 
to its principal function as a registry, The claimants to particular 
sites, for example, could be required to indicate a willingness and 
capability to adhere to antipollution rules; they might also be re- 
quired to present evidence of an actual find before being registered 
for exploitation, to have the appropriate technology, and to be as- 
sured of adequate financial backing, Some variants would require 
the registered enterprise to work at a specified rate of production, 
The essential feature of a registry system, however, would be its 
neutral character: It would lack authority to discriminate among 
various claimants or to deny registration on other than the speci- 
fied operating requirements agreed to by member nations in ad- 
vance, Thus, an international registry system would provide a 
very thin layer of coordination over what would be essentially an 
extension of the national management regime into the deep seabed, 


The objections to the registry system come mainly from devel- 
oping countries, which fear that it would give virtually carte blanche 
to a small number of technologically advanced countries and multi- 
national corporations to stake out the seabed for their own profit, 
They argue that it would provide a stimulus to those currently pos- 
sessing the technological know-how to register as many claims as 
possible before others developed the technology, Unless substan- 
tial revenue-sharing obligations were imposed on the exploiters, 
the developing countries contend, nothing would be left of the con- 
cept that the resources of the deep seabed are the common heritage 
of mankind, 


International Allocation, A system in which an international insti- 
tution would select the areas to be explored and exploited and grant 
licenses to corporations or states on the basis of internationally 
agreed criteria would be more in accord with the common-heritage 
idea, These internationally acceptable criteria might be based on 
considerations of equity as well as of efficiency. 





There are a variety of schemes for implementing this general de- 
sign, Efficiency of production is probably best served by allocating 
leases to sites or blocks by auction to the highest bidder, and by 
requiring another auction after a specified period, This would mean 
that virtually all of the blocks would go to the wealthiest and most 
technologically advanced countries and corporations, The lease pay- 
ments would ensure that at least some of the economic rent would go 
to the international agency; the rest would go to the nodule miners 
and consumers, 


To spread the economic rent directly among more countries, the 
authority could limit the number of blocks that could be auctioned off 
to any one country or corporation, Alternatively, it could distribute 
blocks at random to all the countries of the world, The latter scheme 
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might be supplemented by a requirement that the site be worked within 
a specified period (or else it would be put up for auction), Most coun- 
tries that lag technologically, except those that wanted to restrict min- 
ing of the seabed to protect their land-based mining industries, would 
in any case have incentives to sublease exploitation rights to enter- 
prises technologically capable of handling the job in order to obtain 
revenues, Either of these schemes would permit more countries to 
share the economic rent from nodule mining, but would reduce the 
share going to the international authority by lowering the amount it 
might receive from the auctions, 


Any of these international allocation systems could retain for the 
international authority considerable regulatory functions, which could 
be exercised in the course of granting or withholding leases to areas 
of the seabed, Leasees would hold temporary title to their assigned 
areas as custodians of the common heritage, bound by international 
rules for conservation, ecological care, and revenue distribution, 
Revenue could be collected for the international community from li- 


cense fees, and from auctions, or from taxes on the royalties from 
production, 


An International Public Enterprise, The international institution 
for the seabed could itself conduct the explorations and exploitation of 
the minerals on the ocean floor, The deep seabed would remain un- 
divided, and all profits from its resources would go to the international 
community for financing the ocean regime, other community projects, 
and redistribution to developing countries, 





If the international institution were to be engaged directly in ex- 
ploring, mining, and processing the minerals--with its own staff and 
equipment--it would need to be provided with a large and powerful 
bureaucracy, It is doubtful that the members of the international com- 
munity could provide such an enterprise with sufficient functional auton- 
omy from the international political arena to overcome the inefficien- 
cies characteristic of international bureaucracies, These cumbersome 
organizational requirements would be reduced somewhat by having the 
international authority manage work on the deep seabed through con- 
tracts to corporations, states, and international consortia as suggested 
in the draft negotiating text, Even so, the prospects are slight that 
direct management by the international authority would be efficient, if 
the world's experience to date with international institutions is any 
guide, An attempt to install such a regime of direct management 
might only reduce the economic rent that might otherwise be collected 
by the international community, 


Recommendations for Policy 





Managing the deep seabed in ways that would most faithfully imple- 
ment the concept that the ocean is the common heritage of mankind, 
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maximize revenues for the international community, and yet not re- 
quire a politically unworkable degree of supranationalism seems to 
point to an international authority that would lease mining sites to 
states or firms on the basis of competitive bidding, The interna- 
tional authority would also set environmental regulations and other 
limits on mining to prevent interference with other uses of the ocean, 
Leasing provisions would be designed to maximize the economic rent 
collected by the international authority from private corporations and 
states. This leaves open an issue that has been given considerable 
attention: should leases go directly to the firms engaged in deep sea 
operations, or to governments which could then contract with re- 
search or mining firms ? 


The purported advantages of having the international authority 
lease exploration and exploitation blocks to national governments are: 
that it would lodge responsibility for regulating the research and 
mining activities and for collecting revenues with the only actors on 
the world scene with a demonstrated ability to perform such func- 
tions; that it would give developing countries a sense of sharing 
equitably in the seabed (assuming some means, perhaps random, 
were instituted to allocate blocks to countries on bases other than 
bidding) through management of their own blocks; that it would 
reduce to insignificance the ability of land-based producers to pre- 
vent other countries from mining the ocean floor; and that it would 
reduce the requirements for a heavy international bureaucracy, 


The purported advantages to leasing directly to firms are: that 
it would reduce the conflicts between nations over rights to the sea- 
bed and avoid extending a crazy quilt of national jurisdictions through- 
out the ocean; that it would strengthen the authority of the interna- 
tional seabed regime by eliminating the thick national political and 
bureaucratic layer between it and those who are actually working the 
seabed; that royalties would be returned directly to the international 
community, lessening the amount that would be siphoned off by 
national governments; and that it would provide for a greater degree 
of competition among the companies--and, therefore, presumably 
efficiency--in producing the minerals, since they would be bidding 
against one another for preferred sites to be leased by the inter- 
national regime, In contrast, under the national leasing system 
where control over the preferred sites would be widely dispersed 
among the nations of the world, national governments would be 
competing with one another to offer the most favorable terms to 
those few corporations able to conduct such mining, 


These arguments reflect differences over who should collect the 
economic rent, The justifications for leasing to nations appear to 
reflect a desire to expand mineral production as far as possible, 
giving more of the rents to companies and consumers, If the inter- 
national authority for the deep seabed leased sites directly to the 
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companies, it would maximize the economic rent it obtained--par- 
ticularly if the authority could limit the number of sites leased. The 
nodule mining industry is likely for quite some time to limit its total 
output to keep the price of nickel from falling, so wide-scale leasing 
of sites would not necessarily lead to a very large increase in output, 
It is more likely to have the pernicious effect of lowering the revenue 
the international authority would receive, 


In short, the market for sites is likely to be a buyers' market, un- 
less the international authority is able to control the number of sites 
leased each year. Efficient production and maximization of economic 
rent from those sites would be served by putting a fixed number of 
sites up for nondiscriminatory, competitive bidding. Whether com- 
panies or nations are allowed to bid for the sites seems less impor- 
tant than limiting the total number leased, 


Such an international allocation and leasing system implies an 
international institution with two specialized bodies, perhaps three, 
and one plenary body. A separate technical body composed of econ- 
omists and technologists might be established to determine the 
revenue potential of ocean mining. Their evaluation would be based 
on estimates of changing market conditions. On these bases, it 
would periodically determine the location and number of sites to be 
auctioned, Another body might administer the auction and leasing. 
Perhaps a third would redistribute leasing revenues, but this func- 
tion might be retained by the plenary body. The plenary body, com- 
posed of all countries, and acting on the basis of one country-one 
vote, would appoint the specialized bodies and set general policies, 
When decisions made by the mining authority adversely affect other 
ocean users, or when other users interfere with the activities of the 
deep seabed that are authorized by this institution, the conflicts 
would be referred to a comprehensive ocean authority for resolution, 


[ Extracted from ''Hard Mineral 
Exploitation of the Deep Seabed, "' 
Chapter 6 of Regimes for the 
Ocean, Outer Space, and Weather, 
Copyright G@1977 by the Brookings 
Institution, Washington, D.C. ] 
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INCOME DISTRIBUTION POLICY | 


THE GINi COEFFICIENT 


Values for the Gini coefficient are frequently used as a measure of relative inequality in 
the distribution of income or property ownership within a population group, such as a nation 
or smaller grouping. Gini values run from 0, or perfect equality, up to 1.00, where only 
one person has income; higher values indicate higher levels of concentration. The Gini 
coefficient is calculated from a Lorenz curve, showing cumulative percentages of the popula- 
tion concerned that possess corresponding percentages of the total income (or property). The 
following illustrations, taken from actual countries are based on figures shown on the next 


page. 
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The Lorenz curves, e.g., indicating for County X 
that the poorest 20% of the population get 8.6% of 
the nation's income, the poorest 40% get 21.4%, and 
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with the 100% values of both population and income. 
The Gini coefficient has a value equal to the propor- 
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It should be noted that Gini values and Lorenz curves tell nothing about levels of the 
poverty of the poor, or wealth of the rich. They give a measure of inequality within a 
group; but the group may be on a high or low average level. Changes in its level could 
bring about either increase or decrease in Gini values. 
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Country X 
Shares Cumulative 
Poorest 20% 8. 6% 8, 6% 
20-40% 12.8 21.4 
40-60% 16.9 sh 3 
60-80% 22, 5 ; 60, 8 
Top 20% 39.2 100, 0 
Country Y 
Shares Cumulative 
Poorest 20% 1. 8% 1, 8% 
20-40% 5.5 <> 
40-60% 10.6 17.9 
60-80% 19.5 37.4 
Top 20% 62.6 100. 0 


Source: Shail Jain, Size Distribution of Income, (World Bank, 
1975) pp. 65, 89. 
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Policy Choices and Income 
Distribution in Less Developed 
Countries 


Charles R, Frank, Jr., and 
Richard Webb 


[ This article reviews various papers and meeting results associated 
with a Princeton-Brookings project on income distribution in devel- 
oping countries, Improvement for the poor is possible, and not only 
in the wake of political revolution: many factors appear to be raising 
the absolute incomes and improving the welfare of broad segments of 
the poor in countries with very different political settings, Paradox- 
ically, however, both market forces and public policies are, by and 
large, working in the direction of increasing relative inequality. | 


Factors that are raising incomes of the poor 





The cross-country evidence on income trends for 
the poor in developing countries presents a picture 
of rising absolute incomes in a broad variety of 
economic and political settings, usually, though not 
always, accompanied by increasing relative inequa- 
lity. The most striking cases of reduction of pov- 
erty are under the socialist economies and in 
countries with rapid growth rates, notably South 
Korea and Taiwan, There are various reasons for 
the good performance on poverty in these countries, 
some of which ‘have implications for policy in other 
settings, 


(i) First, social services such as education, pop- 
ulation control, medical care, sanitation and water 
supplies, are widely available for the poor as well 
as the rich, Some socialist countries, such as the 
Peoples Republic of China, Cuba, North Vietnam, 
and Tanzania, have a paramedical approach to 
health care, emphasizing inexpensive and wide- 
spread treatment, By contrast, conventional health 
programs involve highly trained doctors and expen- 
sive care in narrowly distributed services. But 


Mr, Frank is Deputy Assistant Secretary for International 
Organizations, U.S, State Department, Mr. Webb is with 
the Development Economics Department, World Bank, 
Washington, D.C, 
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there are also examples of wide distribution of social services in non- 
socialist countries: for example, Taiwan emphasizes services for the 
rural poor, partly for historical reasons, 


(ii) A second factor favoring widespread distribution of income in 
some countries is cultural homogeneity among the population, This, 
for example, seems to bea significant factor in Korea, 


(iii) In those countries where society places a high value on educa- 
tion, such as Korea and China, the population can become highly literate 
and well educated even at low levels of development, Widespread educa- 
tional attainment prevents the emergence of large wage and salary dif- 
ferentials based on acute shortages of skilled and educated manpower, 


(iv) In countries with good transportation and communication faci- 
lities, regional disparities in income are less marked, Capital, labor, 
and product markets are more highly integrated. Growth which begins 
in one region can spread more quickly to others, In contrast, coun- 
tries with relatively poor transport and communication facilities suffer 
from increasing regional disparities which exacerbate the national 
distribution of income, 


(v) Another important reason for the even distribution of income is 
a relatively equal distribution of land, suchas occurs in many African 
and Asian countries, In large sparsely populated parts of Africa the 
size of a man's holding is often the maximum he can farm with tradi- 
tional methods, In revolutionary socialist countries such as Cuba, 
North Vietnam, and North Korea, access to land is widely distributed 
because of radical land reform, Land reform has also been successful 
in nonsocialist countries: in South Korea and Taiwan, land reform 
occurred when a new regime came into power, representing ethnic 
groups different from those of the landholders, 


(vi) Finally, trade and industrialization policies seem to be involved 
in the more satisfactory experience of some countries, An inward- 
looking, import-substitution strategy often involves protection for the 
high-income, urbanized, modern sector of the economy at the expense 
of the urban and rural poor. Controls and quotas on imports and in- 
vestments create monopoly rents which accrue to the wealthy. Protec- 
tive tariffs and import controls enable techniques to be used which are 
highly capital-intensive (though inefficient), and much higher wages can 
be paid to the highly organized elites in the modern sector, In India, 
such effects have been reinforced by government policies that have kept 
the prices of energy, raw materials, and refined metals charged by 
both public- and private-sector producers comparatively low, in effect 
subsidizing the modern-sector industrialists, 


When tariffs are moderate and not highly variable from sector to sec- 
tor, however, and export incentives are generally low and used at most 
to compensate for moderate levels of protection to import-substitution 
industries, then wage rates in the modern sector are not significantly 
different from those in urban traditional sectors, The distinction between 
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modern and traditional sectors becomes blurred as their respective 
labor and capital markets are more integrated, In countries with mod- 
erate and equable protection, profit rates tend to be high but reinvest- 
ment is also high, growth is rapid, and the absorption of under- 
utilized labor into high-productivity jobs reduces absolute poverty 
more rapidly. 


Some of the causes of relative equality in the distribution of income, 
such as the cultural and geographical homogeneity, are difficult to pro- 
mote by deliberate policy changes, Land reform, distribution of social 
services, building of transportation and communication networks, and 
setting rules of protection and subsidy, however, are government 
actions that can have great influence on the distribution of income 
over a period of time far less than a generation, 


How policies reinforce inequality 





We may start with the hypothesis that a developing economy will 
first experience a worsening and then an improvement in the distri- 
bution of income, This pattern, sometimes called the U-shaped effect 
[ see Development Digest of April 1978, pp. 101-124], can be attribu- 
ted to the mechanics of absorption of workers from the traditional 
sector into the modern sector, However, this pattern, caused 
by redistribution of population between the two major sectors of the 
economy, is generally reinforced by government policies, For ex- 
ample, medical facilities tend to be built in the major urban centers, 
In the initial stages of development, when the degree of urbanization 
is low, very few segments of the population have access to medical 
services. Furthermore, since incomes tend to be higher in the urban 
areas and the political and economic elites are usually located there, 
the provision of medical services worsens the distribution of income 
in the early stages of development, Later on, however, as medical 
facilities spread into rural areas, medical help becomes available 
to wider segments of the population; and as the proportion of the popu- 
lation living in cities increases, more people gain access to medical 
facilities, 





Education also tends to exacerbate income differentials in the early 
stages of development, Initial government efforts involve expansion of 
secondary schools and university education. In Africa, for instance, 
the departure of former colonial powers left a great need for Africani- 
zation of the elite ranks of the civil service and Of major firms in the 
private sector, requiring a large expansion in higher education, In 
such cases, the provision of educational facilities initially widens dis- 
parities because of unequal opportunities for educational advancement. 
In most countries, however, the urban population has successfully 
pressed for rapid expansion in secondary and university education ir- 
respective of the degree of social need. As development has taken 
place, universal primary education has become a more feasible goal, 
and gradually more education is provided on a universal basis. 


Population policy also reinforces the U-shaped effect, Initial demo- 
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graphic changes in a less developed country bring a lowering of the 
death rate, usually most markedly among the poor, The poor also 

tend to have higher birth rates, Overall, birth rates tend to fall much 
more slowly than death rates and only after initial reductions in mor- 
tality. Thus poor families tend to have a very much larger family size 
in the initial stages of the demographic transition, Conversely, the de- 
cline in the birth rate seems to occur first among higher income and 
urbanized segments of the population. For one thing, the desire to 
limit family size occurs most often among wealthier, urban, more ed- 
ucated population groups, so their demand for population-control ser- 
vices is greater, Moreover, the distribution networks for such ser- 
vices are usually weak in the initial stages of a program, and those who 
do have access tend to be the more educated and urbanized, Govern- 
ment efforts to promote population control are therefore apt initially to 
be skewed toward more educated urban and higher-income groups. When 
wealthier families have much smaller families than poor families, the 
result is that the per capita distribution of income will worsen relative 
to a given distribution of income by family. Only in the later stages of 
a family planning program are techniques devised for distribution of 
population-control devices and information to the rural poor scattered 
throughout the countryside, At this stage, the earlier tendency may be 
reversed, 


Public housing projects tend also to go, not to the poorest groups in 
the population, but to the middle- and upper-income groups, First of 
all, housing programs tend to be concentrated in urban rather than in 
ruralareas. But even within urban areas the poorest groups are rarely 
helped. Benefiting relatively poor groups often requires site and ser- 
vice projects, which involve the laying out of streets and sewer lines 
and provision of some basic minimum services while allowing squat- 
ters to construct their own housing on land prepared by government, 
Even if the resources needed to carry out such projects can be mobil- 
ized, there is no way of assuring that access to the facilities is lim- 
ited to the very poorest segments of the population, who often lack the 
knowledge and skills to become eligible for inclusions, 


Goals for redistributive policies 





Past discussions of redistributive policy have been clouded by a fail- 
ure to recognize that redistribution means different things to different 
people, ‘Social justice" is in reality an ethical compound made up of 
several separable goals, such as the desire to alleviate extreme pov- 
erty, to increase mobility from lower to higher income levels, to 
remove excessively high incomes, and/or to reduce income dispersion 
per se, For many people, some sources of inequality are more accep- 
table than others, And, obviously, ideas differ regarding the tolerable 
or optimum degree of inequality. Distributive policy-making has been 
confused by treating these separate social goals as a single norm, and 
the practice of measuring and discussing income distribution as a 
single number, e,g, a Gini coefficient, has reinforced that confusion, 


The disaggregation or separate treatment of redistributive goals 
helps to overcome some of the conceptual and practical difficulties 
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attending the presumed tradeoff between growth and equality. Both 

the earlier arguments that stressed a conflict between these goals 
(e.g., because greater productivity at work had to be rewarded 

to preserve incentives, and because capitalists save more), as well 

as the more recent counter-arguments that claim complementarities 
(e.g., because large farms are inefficiently managed, and the rich con- 
sume capital- and import-intensive goods), can be unhelpful overgener- 
alizations once the policy issues are phrased in terms of specific tar- 
get groups and specific tools of redistribution, Disaggregation permits 
a more constructive approach that involves searching for particular 
combinations of policies and target groups that will make best use of 
potential complementarities, or if these cannot be found will at least 
minimize trade-offs, 


Disaggregation also brings out into the open what is surely the prin- 
cipal conflict in the design of distributive strategy--that between most 
aid-givers and foreign observers, who currently tend to emphasize the 
alleviation of extreme poverty, and governments of most developing 
countries, which are more likely to favor urban and labor groups that 
fall outside most definitions of extreme poverty. Both A.I,D, and the 
World Bank, for instance, define target groups in terms of poverty 
levels alone, As outsiders, they can more easily assume a position 
of statistical impersonality, detached from the particular social 
groups that dominate the distributive discussion in each country, The 
compelling economic justice of this approach is matched by its appar- 
ent maximization of financial feasibility, since it generates the great- 
est additional welfare for any given amount extracted from the rich: 
simple calculation shows that relatively small transfers make rela- 
tively large improvements possible for the very poor, thanks to the 
leverage provided by extreme inequalities, There remain, of 
course, the enormous and, to some, intractable problems of how 
to deliver that income, 


Within developing countries, on the other hand, "economic justice" 
covers a host of distributive goals among which the attack on extreme 
poverty has, with few exceptions, been least important, The princi- 
pal thrust of redistribution has been an attack on extreme wealth, with 
a redistribution in favor of organized and urban labor groups that are 
usually in the top quartile or third of the income distribution, This 
pattern has generally accompanied the transfer of power to middle- 
class reformist elites, In some countries, e.g, Nigeria and Brazil, 
rapid growth and/or social mobility has had the self-justifying effect 
of elevating the goal of economic mobility within the hierarchy of 
social goals, at least in the eyes of the elites, Finally, regional and 
communal income differences are in center stage in the distributive 
battles of almost all countries, Asa result of all these factors, the 
growing concern with extreme poverty among aid-givers today is re- 
jected as a foreign conception in many LDCs--despite the prevalence 
of minimum wage laws, despite the official attention placed on ex- 
treme poverty by a few countries such as India, and even despite the 
egalitarian current that has flowed from Cuba and China, 
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The logic of the antipoverty goal misses the strong roots that 
justice has in the LDCs in the notion of "desert," i.e.,; 
that what people deserve, or have a right to, depends on what they 
have done or on who they are, The particular choice of redistribu- 
tive targets by LDCs is thus strongly shaped by these conceptions of 
socially deserved or justified distribution, Social justification, for 
instance, explains the much stronger attacks on the "unearned" in- 
come and usually inherited property of landowners than on the often 
self-made and seemingly more growth-relevant wealth of industria- 
lists, It helps to explain the much greater strength of demands for 
redistribution via wage increases and agrarian reform than for the 
less visibly legitimized sharing associated with fiscal transfers from 
the richer modern sector as a whole to the rest of the economy, Also 
relevant to the legitimacy of higher incomes is the question of whether 
they are believed to have been obtained by "corrupt'' methods, While 
definitions of unacceptable corruption may vary widely among groups, 
and over time, and such definitions may be inaccurately or inconsis- 
tently applied, nevertheless this aspect has considerable influence on 
the level of tolerance for high incomes, The notion of desert is also 
a major force underlying the distaste, by LDC policy makers as well 
as aid donors, for current-income transfers to the poor, except through 
slow-acting "job-creating'' and "productivity-raising'' programs, Even 
the extremely poor must be seen to "earn" their incomes, 


Those who deplore the neglect of the very poor by mo’st developing 
countries note that much of the attention given to competing moral 
claims is window dressing for political aims; that clumsy policy de- 
sign and implementation account for some of the neglect, as when 
regional income differences are used as proxy indicators of poverty; 
and finally, that much of the current design of redistributive programs-- 
for instance, attacks on the wealthy, and the preoccupation with the 
highly visible urban poor--reflects the preferences of elites, and not 
of the poorer majorities, These arguments, however, do not remove 
the dilemma faced by foreigners offering policy advice or aid to devel- 
oping countries: to what extent should they accept the distributive 
goals of LDC governments, or to what extent should the “true” (as 
assumed by the foreigner) distributive preferences of the poor be res- 
pected? This dilemma is most evident, of course, with regard to 
the desired degree of redistribution, 


The scope for policy 





One view of the scope for redistributive policies is that the existing 
distribution of income (including government benefits) is closely deter- 
mined by the distribution of political power, There exists what could 
be described as a "tight fit'' between economic and political power, By 
this view, it is useless to discuss policies that would alter the current 
situation to the disadvantage of the powerful, who can and will prevent 
any real change. The repeated frustrations of reformers, who often 
fail to put across even minor and seemingly almost costless changes, 
appear to bear out this pessimistic assessment, The implication is, 
of course, that radical political change must precede any significant 
improvement in the lot of the poor, Our view is that, despite the 
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weight of existing power and wealth, the relationship between power 
and income is more complex and fluid than implied by this "tight fit" 
argument, A better knowledge of the various factors affecting that 
relationship should, therefore, provide a basis for assessing the 
opportunities for, and limits to, possible reform, 





Political factors. There is not a strong correlation between the 
political difficulty of making a given income transfer and the amount 
involved, The acceptability of any transfer depends also on the mode 
and purpose of the transfer, This is partly a matter of visibility and 
partly one of moral legitimacy. It is usually more difficult to ex- 
tract incomes already received, via direct taxes for instance, than 
to spirit them away en route to the recipient through a market-price 


adjustment such as a tariff, a differential exchange rate, or an 
excise tax, 


Perhaps more important is the role of moral legitimacy, particu- 
larly in relation to the purpose of a transfer. In general, transfers 
are more acceptable when destined to raise productivity than to sub- 
sidize current consumption, Education has a particularly high de- 
gree of legitimacy, perhaps largely because it is associated with 
productivity--though the right to education seems to have an indepen- 
dent status not enjoyed by any other benefit provided to the poor, A 
greater moral acceptability of productivity transfers to the poor may 
often coincide with self-interest on the part of business elites, who 
benefit from more productive workers and from larger consumer 
markets, The nationalist motives of elites, particularly the mili- 
tary, can also favor resource transfers to the poor, National 
strength is built up through the cultural and territorial integration 
of poor regions (especially in border areas), by upgrading a nation's 
human resources, and by reducing income disparities that may be- 
come a source of internal friction and instability. 


The political process can generate more power for the poor than 
that provided by their scanty private command over economic re- 
sources, This can result from competition among elites, chiefly in 
democratic or quasi-democratic systems where electoral body- 
counts matter, And it can result fromerratic discontinuities and 
interruptions that upset a class-based political order, such as mili- 
tary coups. If there is a fluid, competitive, pluralistic political re- 
gime, for instance, the disadvantaged can be helped by coalitions 
with middle- or upper-income subgroups who identify or share some 
interests with the poor, Not all interests are class based: ethnic or 
regional interest may cut across class; patron-client networks and 
personal factions are of many kinds. So there may be more fluidity 
in a political system than a class analysis would allow, and coali- 
tions can be made by varied groups which link different income levels, 


The latitude for policy change can increase if political power, like 
income, spreads out and eventually trickles down to the very poor and 
disenfranchised, This can happén, for instance, when elite groups 
look for allies among middle-class and poorer income groups. There 
are also class renegades, and institutional groups like the military 
who may look for allies outside the older elite groups, One pattern 
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of change in the configuration of political power has involved the fol- 
lowing steps: first, control lies in the hands of a few landed olig- 
archs, foreign executives of large foreign enterprises plus a small 
indigenous business elite, or some combination of these, In the next 
stage, a reform regime emerges which represents new interest 
groups in the middle- and upper-middle-income brackets, Later, 
power is seized by organized labor, government civil servants, or 
military officers, This pattern is evidenced in the rise to power of 
Bhutto in Pakistan, the formation of an RPP government in Turkey 
in 1973, and in the developments that culminated in a military take- 
over in Peru. 


Although the rhetoric of reform seems to be responsive to the needs 
of the poor, often the policies that are followed help not the poorest 
groups but the middle-income groups that provide the political backing 
for the regime, For example, it is widely recognized that the Chilean 
and Peruvian land reforms mostly benefited the better-off minority of 
workers on large estates, while small subsistence farmers and land- 
less laborers tended to be hurt by adverse price policies, In the case 
of Turkey, the first moves of the new RPP reform regime were to 
raise minimum wages by eighty percent and to increase farm price 
supports substantially. The former was a way of redistributing in- 
come in urban areas, the latter an attempt to help farmers, But in- 
creases in minimum wages and salaries for organized labor and civil 
servants increased demands for food and other consumer goods to 
the detriment of the very poor self-employed tradesmen or casual 
workers, and of the rural poor without enough land for their own food 
needs, Increases in price supports helped the large landholders 
most, The majority of urban poor, landless laborers, and small 
landholders were hurt, although the demand for wage labor on the 
larger farms was increased through the higher price supports, 


Although the initial efforts of a reform regime may not be to help 
the very poor, the loss of power by the very wealthy may be a neces- 
sary first step toward the eventual total restructuring of political 
power. As the middle-class groups gain power, they will in turn 
come under pressure from poorer groups who begin to organize or 
be organized and to articulate their needs more effectively. One pos- 
sible explanation of political trickle-down is a ratchet-effect: many 
social gains are easier to achieve than to reverse, Once income taxes 
have been legislated, schools built, unions allowed to operate, and 
land redistributed, the beneficiaries become more conscious of their 
benefits, and are more easily. mobilized in the defense of those bene- 
fits than they would have been for promised benefits at an earlier 
stage. Asa result, successive, though perhaps orly occasional, 
leftward swings of the political pendulum cause a gradual leftward 
drift in the political center of gravity. Historical trends in labor 
legislation are good illustrations of this process, The process can 
be reversed by forceful repression and, perhaps, using time to 
erode gains that even a strong rightist government cannot afford to 
attack frontally, 


Under some political, cultural, or historical circumstances the 
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process of political trickle-down through the middle groups can be by- 
passed or foreshortened, In Tanzania, for example, the power and 
prestige of a highly purposed leader, Julius Nyerere, has resulted 

in programs which help the very poor, Nyerere has suppressed or- 
ganized labor in urban areas and made conscious attempts to organ- 
ize a power base among the rural poor, Some compromises had to 

be made with a powerful civil service to keep it under restraint, but 


there was no revolution, This pattern of change has been unusual, 
however, 


In some countries there have been conspicuous divergences be- 
tween economic and political power that led to equalizing policies, 
For example, in Taiwan the Nationalist Chinese from the mainland 
has overwhelming political power, yet the native Taiwanese had much 
greater economic resources in land and capital, The Chinese political 
elites used the system of government to increase their groups' in- 
comes and access to public services, In East Africa, economic 
power was largely in the hands of foreign firms and local Asian 
groups, and with independence the indigenous Africans used their 
new political power to economic advantage, Foreign firms, foreign 
executives of local firms, and highly paid foreign civil servants 
gradually were squeezed out; Asians have been progressively cir- 
cumscribed (and in Uganda expelled). 


If there are so many potential sources of slippage between political 
and economic power, and, consequently, of possible gains by the poor, 
why are incomes distributed so unequally? Why is there so much ab- 
solute poverty? The preceding discussion has been deliberately bi- 
ased toward stressing the possible sources of reform; it is meant to 
suggest where to look for opportunities for change, The political con- 
straints are more obvious and well known, But the above reasoning 
also points to an additional conclusion: the constraints on redistribu- 
tion are not wholly political, and perhaps not even primarily political, 
The degree of inequality, for instance, and the extent of absolute pov- 
erty are not radically less in most countries usually described as so- 
cialist or as more egalitarian (though they do appear to be radically 
less in the Communist regimes of Cuba and China), Part of the 
explanation of this paradox lies in economic factors that also deter- 
mine the scope for redistribution, 


Economic factors, Redistribution is easier the more concentrated 
are: (1) markets and the sources of income or, what often comes to 
the same thing, the greater the component of economic rent (surplus 
ever direct costs) in income; and (2) the target group of the poor, 





(1) Markets, Most redistributive instruments involve some form of 
continuous market interference, Such is the case, for instance, in 
respect to taxes, price controls, and wage setting, Even once-over 
transfers, such as property redistribution, create temporary market 
repercussions, When policy makers decide to interfere in a market for 
redistributive purposes, they must assess the extent of the resultant 
market disequilibrium between supply and demand, The greater the 
disequilibrium or 'market tension, '' the greater will be the need 
for political and administrative resources to implement or enforce 
that distortion, Since political and administrative resources are 
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limited, the nature of markets must be an important consideration 
in the choice of redistributive instruments and targets, In general, 
low elasticities of supply or demand (i.e, smaller responses to 
changes in price) imply smaller disequilibria and, therefore, easier 
implementation of policies affecting market prices, 


This point is best illustrated by considering two extreme cases, A 
tax on domestic oil production is extremely easy to administer, and it 
has minimal market repercussions, Such a tax need entail no sharp 
fall in supply of the sort that would upset consumers, Nor is it likely 
to cause quick unemployment of oil industry workers, In short, poli- 
tical costs are low. At the other extreme, a minimum wage for dom- 
estic servants is almost impossible to administer, If it were imple- 
mented, many servants would become unemployed and many houses 
would be without help. Competitive markets, with large numbers of 
dispersed buyers and sellers, are a powerful defense against attempts 
to divert or appropriate income flows originating in those markets, 
By contrast, it is easier to interfere in markets where production is 
geographically concentrated, or carried out by few firms and a small 
number of workers, or in which the rent (from owning a natural re- 
source) or quasi-rent (from long-lived capital investment) is high, 

An important additional consideration is that international trade cre- 
ates a powerful mechanism for enforcing taxation by concentrating 
the flow of products through a few transit points, 


The nature of markets is thus a powerful determinant of how much 
policy-created redistribution occurs, and whom it affects. Ina coun- 
try such as India, with an economy that is predominantly agricultural 
and oriented to internal markets, there is much less room for political 
influence on income flows; the income distribution is primarily mar- 
ket determined, The major exception to this is the possibility of land 
redistribution, which is constrained more by political than by market 
problems, By contrast, political control has been a major determin- 
ant of income distribution in the oil- and mineral-producing countries, 
as wellas in such agricultural exporting countries as Ghana, Nigeria, 
Argentina, and Uruguay, where export taxes, tariffs, and exchange 
rate policy have been used by urban groups to approvriate a large 
share of the income originating in agriculture, 


With respect to differences among sectors within countries, it can 
be seen that the socialist or egalitarian leanings of many developing 
countries have been powerfully constrained by the dispersed, atomistic 
nature of their rural and traditional sectors, Socialism in most of 
these countries is limited to the modern sector. Massive adminis- 
trative and political resources are required to extend political control 
to traditional-sector labor, capital, and product markets, The prin- 
cipal exceptions occur when agricultural exports, or concentrated 
land ownership, provide opportunities for economically easier income 
redistribution in the traditional sector, 


(2) The economic feasibility of redistribution is also affected by the 
degree of concentration or fragmentation of target groups of the poor 
by regions, occupations, productive sectors, and other groupings that 
are relevant to the normal coverage of redistributive instruments, 
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Most transfers, be they services such as schools and health or re- 
sources such as roads and credit, usually benefit groups rather than 
. individuals. A group can be a village, a district, an occupational 
class, farmers producing a particular crop, or the consumers of a 
particular product, The target efficiency of any transfer of money or 
A services, i,e,, the proportion of the transfer that actually reaches 
it the target group, depends both on the discriminatory ability of the 
| transfer mechanism and on the degree of concentration of the target 
ly group. 


= In the simplest and cheapest case, the poor will be concentrated in 
one region; they will specialize in one occupation or productive acti- 
vity; and no rich, or nontarget, individuals will live in that region or 
be dedicated to that activity. Efficient transfers to the poor could 

‘tis then be expected. However, if there are some poor in most villages, 
in most regions, and in most occupations and activities, it will be 
far more expensive to make any given income transfer to them, The 
1 income available for transfer will be diluted, either because many 
nonpocr will also benefit (e.g., the rich members of a village to 
which a road has been built), or because it is administratively ex- 
pensive to discriminate and ensure that only the poor get the benefit, 
The clumsiness of most distributive instruments and the relatively 
dispersed nature of the poor in most countries can greatly magnify 
the cost of achieving any given increase in welfare for the poor, 





h Policy makers should therefore become acquainted with the coverage 

~ of different policy instruments and with the location, sources of in- 

1 come, consumption habits, and other features of the poor, 

a In sum, we have argued that opportunities for redistribution are not 

d necessarily tightly constrained by the balance of power, and that they 

t are strongly influenced by structural characteristics of the economy. 

i This suggests a great variety of conditions among different countries, 

s Given the variations in distributive goals, in sources of slippage be- 

3 . e,e . 

2, tween economic and political power, and in the structural features of 
different economies, it is hard to conceive a situation in which all of 
these elements are so aligned that they preclude any possibility of 
improvement, 

1 Policy design 

tic Effective policy design for income distribution requires three ele- 


ments, First, account must be taken of the broader economic and 
social policy context, particularly of the way in which other purposes, 
1 such as economic growth and stability, are being pursued. Second, 
policies must make economic sense: taken together, their important 
direct and indirect economic effects must be of a kind that will have a 
‘. net favorable result for the poor, Third, political and administrative 
elements will be critical to the implementation of policies, Commit- 
ments to reduce inequality, taken at the highest level of government, 


Le may make unrealistic demands on administrative capacities, or they 
may be subverted because they run counter to the interests and atti- 
t tudes of bureaucrats, or they may be weakened through the pressure 


of interest groups working on the bureaucracy. 
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The policy context, Redistribution is rarely an overriding policy 
concern, Even the more socialist countries are strongly committed 
to economic growth and stability. Redistribution often becomes para- 
mount immediately after a sharp leftward shift in government, Then 
the period of intense commitment to reforms, generally involving 
wage increases, nationalization, and a start toward land reform, is 
usually followed by a return to the growth objective, and often to some 
kinds of retrenchment made necessary by the stabilization and growth 
problems that result from redistributive "excess, '' Most of the time, 
and across most of the political spectrum, there is little scope for 
policies which appear to conflict with growth, 





Planning for redistribution, therefore, has much to gain froma 
joint examination of growth, stability, and distribution policies, A 
large part of the total policy impact on income distribution will us- 
ually consist of byproduct effects of policies aimed principally at 
growth and stability, so that much of the opportunity for achieving a 
better income distribution will consist of improvements in the design 
of policies that are not primarily aimed at distribution, Also, the 
sensible objective is to attain some degree of net redistribution, not 
to ensure the maximum progressive impact of each policy instrument, 
Finally, if the principal distributive goal is to reduce absolute poverty 
rather than to narrow income differentials, then growth, as long as it 
entails some spillover to the poor, is not an alternative objective; it 
is itself an instrument, along with redistribution, for reducing poverty, 


Indirect economic effects, In designing redistribution policies, full 
account should be taken of the indirect as well as the direct effects, 
Often policies meant to redistribute income toward the poor do just the 
reverse because of unanticipated indirect effects, There can be econ- 
omic backlash, It may be partial, or it may completely reverse the 
intended direction of the policy effort, 








Often unintended backlash occurs because of a simple failure to 
understand the proper relationships of supply and demand, When prices 
are controlled at low levels, for example, quantities supplied are re- 
duced, If the price of food is kept low through concern for the poor, 
less food may be available, The poor end up suffering because little 
food is sold at controlled prices, and they may have to supplement 
purchases at controlled prices with purchases at high prices in the 
black market, Similarly, credit policies which encourage low interest 
rates for small farmers do not provide sufficient returns for lenders 
to cover their costs, The result is a reduction in the low cost institu- 
tional credit available to small farmers, much of which actually flows 


to large farmers, while the small men must turn to high cost money- 
lenders, 


Another kind of economic backlash occurs whenever quantities are 
controlled. For example, import controls, whether on such luxury 
goods as refrigerators and cars or on such essentials as tractors, 
force up prices, Windfall gains accrue to existing owners and to 
those lucky enough to obtain import licenses, thus redistributing 
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income toward unintended groups, A third form of economic back- 
lash can occur because of a failure to consider the external sector 
of the economy, For example, high levels of taxation on incomes 
encourage emigration by the professional people--doctors, engi- 
neers, and university professors--who have significant opportuni- 
ties to practice outside the country, Likewise, stiff taxes on pro- 
fits, interest, and other returns to capital may encourage capital 
to leave the country, both legally and illegally. 


Backlash can occur when the long-run effects counteract the 
favorable short-run effects, The initial effect of public works pro- 
jects, for example, may be to help the rural poor, particularly by 
providing employment and raising unskilled wages, but the eventual 
beneficiaries of public works projects may be more the large land- 
holders, whose incomes rise in response to the building of new 
access roads and better irrigation facilities, Economic backlash 
can also occur because the aggregate effects of a policy differ from 
its micro effects--the famous fallacy of composition, As an exam- 
ple: one small wheat farmer may benefit from rural education and 
extension programs, cheap capital, and subsidized farm inputs, If 
the program is expanded on a large scale, however, the resulting 
decrease in farm prices may be so great that it reduces the income 
of all small wheat farmers, In addition, backlash can occur be- 
cause government activities in part of the economy affect expecta- 
tions and business behavior in other parts. Nationalization of some 
enterprises may effect the expectations of entrepreneurs elsewhere 
in the private sector so adversely that investment and profits de- 
cline, and government resources available for redistributive pur- 
poses are thereby reduced, 


Finally, backlash may occur through general equilibrium effects, 
For example, increases in the wages of civil servants and modern- 
sector laborers can have a depressive effect on traditional-sector 
incomes, as noted earlier, Not only is labor absorption from the 
traditional to the modern sector reduced, but induced migration 
from rural to urban areas adds to the labor supply in the urban tra- 
ditional sector, further adding to downward pressure on wages, 
Within agriculture, the Green Revolution may in many cases have 
hurt as much as it helped the poor: rising land rents and induced 
mechanization have often reduced job opportunities for landless 
laborers and resulted in the eviction of small tenant farmers from 
land, There can be political backlash effects too. Growing con- 
centration of income and wealth may make future redistribution 
politically more difficult, even requiring the instruments of coer- 
cion, A government may have to face the negative reactions of 
those who lose out when redistribution means taking from some to 
give to others. The costs of implementing such a policy may turn 
out to be greater than anticipated. 


A number of approaches to avoid the pitfalls of backlash are 
possible. For example, a progressive expenditure rather than 
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income tax will mitigate the capital flight caused by steeply pro- 
gressive income taxes, since savings would be exempted from 
taxation. A self-assessment approach to land taxation may avoid 
the incentive to corruption and cheating. (Property owners would 
be subject to forced sale at the self-assessed value declared for 
tax purposes.) Charging students for higher education (received 
largely by children of rich families) will improve the allocation of 
public funding for education by leaving more money for the schools, 
and would reduce the problem of underemployment of educated peo- 
ple. In planning public works, feeder roads can be built into areas 
in which small farmers predominate, small-scale irrigation works 
can be provided for peasant farmers, or cooperatives formed to 
take advantage of capital improvements such as tubewells which 
are normally available only to large farmers, 


Policy implementation, John D. Montgomery has noted that 
most income-equalizing forms of public intervention are not poli- 
cies but programs, Questions must therefore be asked about ad- 
ministrative factors, Administrative personnel have their own 
class-based or ethnic-based predilections; they have professional 
commitments; and they have constituencies that they service and 
that pressure them, Thus, for example, some health ministries 
have been very resistant to paramedical training and development 
programs, Administrative structures have preferences for differ- 
ent kinds of technological or delivery si dasaieain as well as prefer- 
ences for substantive goals, 





There are often conflicts between different central ministries, 
between general and specialized administrators, and between agents 
in the field and personnel working at headquarters, There can be 
conflicts between agents of local or regional governments and cen- 
tral government agents, The outcome of the interactions between 
levels and types of bureaucracies cannot be a matter of indiffer- 
ence to those concerned with redistributive policies, The ways that 
taxes are collected, and whether or not they are actually collected, 
may depend very much on the agent or extractive channels employed 
in tax collection, What standards will govern the administrative 
agents ? How can they be held accountable and to whom? Which pol- 
icies will be administered faithfully, and which will simply be avoided 
or bent to the ''private-regarding'' interests of bureaucracies? The 
first question that a policy maker designing a tax structure might ask 
in a developing country is not: howwill it play politically, but will it 
go down among the people who are supposed to administer the pro- 
gram? As noted, credit and agricultural extension policies often 
have chiefly benefited rural elites. This may be because administra- 
tors prefer to deal with people more like themselves in values or edu- 
cation, or they may respond to those who can write or otherwise make 
their voices heard, or they may have more of a professional interest 
in agricultural innovations than in problems of rural poverty. 


Thus, it has to be asked: What levers exist for bending adminis- 
trative structures in new ways? It is one thing to give civil servants 
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technical knowledge, and another to succeed in changing their 
practice, giving them new or different skills and making them 
want to use them, Obviously the strength of structures other 
than those of civil service matters here, The relationship of 
party and/or army to civil service will be critical, The supply 
of administrative or potential administrative personnel will be 
important too, And just as splits within a political elite give 
leverage to reform-minded actors, so do splits within and be- 
tween bureaucracies, It may be possible to appeal to people on 
a rank and age basis, although this may disrupt civil service 
lines of command, It may be possible to appeal to administra- 
tors to support redistributive programs on professional grounds, 
that is, in terms of efficiency. 


In the end, however, it may be necessary to circumvent the 
formal administrative structure, This is easier to do when the 
intended social changes can be brought about quickly, as in land 
seizure or nationalizations, than when redistributions are sought 
over lengthy periods of time, Indeed, one of the attractions of 
nonreformist or radical redistribution policies has been that they 
might be applied not by the normal administrative agents of con- 
trol but by special ones--e.g., the military in Peru, peasant 
committees for land reform in various countries, or ''shock 
troop'' industrial workers brought to the countryside to help col- 
lectivize in the Soviet Union, The dangers of these policies are 
obvious: deflection from other duties of the agents used; disrup- 
tion of the functioning of the regular bureaucracy; and turmoil 
and inefficiency. 


The prospects for better policies 





Any redistributive strategy must consider three separate prob- 
lems: how to take from the rich, how to give to the poor, and how 
to reduce the need for redistribution by improving the market as a 
distributive mechanism, The relative stress placed on each will 
depend on the social priorities in a country, and on the inequalities 
of its market distribution of income; the political and technical 
feasibility of attaining each of these objectives may differ consid- 
erably among countries, 


Taking fromthe rich, There is a tendency to see the problem 
of taking from the rich as being only a question of political feasi- 
bility. But there are economic as well as political problems in- 
volved in extracting from the rich, In any case political feasibil- 
ity, defined broadly to include attitudes and degrees of acceptability, 
is equally relevant to the design of any policies for reaching the 
poor and for changing market structures, 





Unfortunately, wage increases at the expense of profits are at 
once the most politically attractive mode of extracting from the 
rich (short of radical socialization), but the most problematic in 
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the eyes of the economist, Sharing high productivity of modern 
firms with their workers has a high degree of legitimacy: it favors 
a clearly identified and vocal set of beneficiaries, and seems easy 
to implement at no government financial cost, But a limited degree 
of redistribution via wage increases is possible only for a minority, 
and usually an already relatively better-off minority, of the labor 
force working for the larger more modern employers on whom such 
a policy could be enforced, Outside this sector, market forces are 
exceedingly powerful constraints on wage policy. And wage increases 
will almost always hurt the very poor by slowing modern-sector 
growth and employment expansion, 


Income and wealth taxes also strike opposite chords with politi- 
cians and economists: their unpopularity with politicians has been 
matched by their appeal to economists. Redistribution through taxes 
can in principle minimize market distortions and maximize fairness 
in both the taking and the giving. But high taxes on earnings open 
the possibility of migration abroad; and high taxes on capital income 
reduce both the incentive to save and the capacity to invest, Prob- 
lems of enforcement are acute, The record of almost all countries 
where income distribution before and after taxes has been compared 
indicates that one cannot use taxes to make major inroads into con- 
centrations of income and wealth. However, the fact that taxes can- 
not make major reductions at the top of the distribution does not im- 
ply that government budget expenditures cannot make a large impact 
at the bottom; small percentages of GNP can make enormous rela- 
tive improvement if they are transferred (efficiently) to the very poor, 


A third way to attack high incomes is via the redistribution of capi- 
tal, This article does not address itself to the issue of the socialist 
alternative, which entails virtual elimination of property incomes, 
Partial redistribution of property, however, is a common feature of 
market and mixed economies, Land reform is regarded by many as 
one of the most promising approaches to redistribution. Political 
resistance can be overcome to some extent through compensation, 
and the positive production effects of land reform can be sufficiently 
great that considerable benefits are left to peasants even after ex- 


owner compensation, Care in land allocation can avoid an inequit- 
able pattern of allocation. 


The success of land reform efforts, however, depends more on the 
configuration of political power than on monetary compensation, The 
most successful cases of land reform have taken place following 
sharp political change, In Egypt, Ethiopia, Mexico, and Bolivia, it 
followed a sudden political upheaval. In South Korea, the Japanese 
had acquired large land-holdings during their occupation from 1910 
to 1945, Under the impetus of the post-World War II American mil- 
itary government, the Korean regime which took over in 1948 expro- 
priated the Japanese landholders and redistributed the land to Korean 
smallholders, In Taiwan, the Nationalist Chinese expropriated the 
native Taiwanese in favor of immigrants from the mainland, In Kenya 
and Algeria, it occurred after a loss of power by foreign groups who 
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had become major landholders, There are, however, other contexts 
in which land reform might be successful, In Chile, Peru, and Ven- 
ezuela, for instance, the wealthy landed class have undergone pro- 
gressive political decline with the rise of reform-minded govern- 
ments, But allocative problems are important: grants of land, for 
example, to already better-off peasants or farm workers on the 
coast of Peru and on larger Chilean farms, as well as the exclusion 
of most landless from the benefits of land reform in Iran, Egypt, and 
Algeria reflect more than policy mistakes, The spatial distributions 
of good land and of peasants rarely overlap closely, and moving pea- 
sants is a complicated social and technological task, On the other 
hand, difficulties of this sort rarely add up to a case against land re- 
form; rather, they qualify the expected benefits both with respect to 
the number of potential beneficiaries and to the size of income gains, 


Capital may be redistributed by nationalization of private firms 
with assets other than land, Unless an entire industry is taken over, 
there will be negative side-effects of partial nationalization, chiefly 
through loss of confidence by investors and loss of tax revenues, The 
beneficiaries of nationalization generally are not the extremely poor, 
since that result would require that the nationalized surplus be appro- 
priated by the general budget and spent on the very poor; more likely, 
beneficiaries are clients of the nationalized firm (often, the rich own- 
ers of firms that are not nationalized) or workers in the affected firm, 


Reaching the very poor, There has been a gradual change, amoun- 
ting almost to a reversal, in the conventional wisdom regarding the 
redistributive problem, Until recently the difficulty was thought to 
consist primarily in extracting income from the rich, and this, in 
turn, was closely identified with the need for major political change, 
Today, there is a much greater awareness of the difficulties involved 
in giving to the poor. This "delivery" problem is less a matter of 
basic power structures or regime types; instead it involves attitudes, 
perceptions, secondary political structures, administrative behavior, 
and market complications--distortions and backlash effects that are 
the inevitiable results of attempts to modify market outcomes within a 
market economy, This lesson has been learned the hard way, through 
the disappointing experience of numerous reformist and radical govern- 
ments and the frustrated reform efforts of the aid agencies, over at 
least the last two decades, Regimes of all types seem to stumble 
over the same set of delivery problems. The most powerful evidence 
of such problems is provided by the comparatively feeble rural devel- 
opment programs of such oil- or mineral-rich countries as Iran, 
Zaire, and Ecuador, And it is evident in the contrast between egali- 
tarian rhetoric and rural neglect in such radical regimes as Algeria, 
Egypt, and Peru, 





These delivery problems are poorly understood. One reason is 
that awareness of such problems has been largely limited to persons 
involved in actual implementation, who usually attribute the specific 
difficulties they encounter to human failings, e.g., ignorance of sup- 
ply and demand laws, wrong motivations, or insufficient entrepre- 
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neurial capacity. Most radicals, in turn, see such failures as proof 
of the need for major change in power structures, thus implying that 
there is some minimum critical redistribution of power--not achieved 
by "reformist'' governments--that is a prerequisite for takeoff into 
an egalitarian society, The recurring and universal nature of most 
delivery problems suggests that more useful systematic explanations 
could be found by examining the patterns in (i) the nature of extreme 
poverty, and (ii) the nature of reformist responses, 


Many delivery failures can be traced to ignorance regarding who 
are the very poor, Such ignorance misleads sincere attempts to 
reach the poor; it also facilitates hypocrisy regarding intended bene- 
ficiaries, Examples range from the gross, suchas "low-cost"! 
housing programs that benefit the top quartile and even top decile 
families, to the less obvious, such as land reforms that give least 
or nothing to peasants living in areas of marginal farmland where 
there is no good land to redistribute. Much of the policy literature 
underestimates the degree of variety among the poor, and that be- 
tween and within countries--with respect, for instance, to the role 
of landlessness, unemployment, the health-productivity connection, 
social discrimination, urban or rural residence, backward regions, 
and lack of education and skills. The very poor in each country cut 
across multiple categories, in proportions that may differ consider- 
ably among countries, which complicates the job of designing the 
right policy mix, The scarcity of studies on who are the poor has 
made it easy for poverty features noted in one country or region to 
be falsely generalized. 


The lack of understanding of market mechanisms outside the mod- 
ern sector has also hampered many delivery efforts, It has been 
learned, for instance, that land consolidation and crop diversifica- 
tion programs must allow for the risk-averting advantages of tradi- 
tional arrangements; that rural credit cooperatives must compete 
with the flexibility and the marketing and other services provided 
by traditional moneylenders; that urban job expansion may increase 
the absolute number of urban poor; and that school lunch programs 
may produce no net increase in nutritional intake by children, Other 
types of error resulting from a failure to predict market responses 
were cited above under the category of "backlash" effects, 


What has reached the poor? The broad picture is not one of com- 
plete stagnation; indeed, for many of the poor, income growth has 
been rapid, Different types of policy efforts are contributing to this 
development, One category consists of small-scale, high-quality, 
and well-targeted programs, They tend to be run by highly motivated 
and talented individuals; many are sponsored by religious, private, 
and foreign sources, These programs cover many fields--some spe- 
cialize in informal training, others in health services, agricultural 
extension or urban housing. For both philosophical and budgetary 
reasons the programs stress self-help, and strive to develop moti- 
vation and entrepreneurial capacity. With limited budgets, they are 
oriented more to human resource development and do little in the 
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way of infrastructure, Latin America has been particularly open to 
such efforts; in Africa they have been curtailed by nationalism; 
while their largely Western cultural origin has greatly restricted 
their freedom to operate in the Middle East and in many Asian coun- 
tries. Some examples of successful programs of this type are the 
low-cost housing program, Hogar de Cristo, initiated by a Jesuit 
priest in Chile over 12 years ago, which has become a large-scale, 
well-organized institution that builds homes that are cheaper than 
those of official housing programs and yet are highly marketable, 
Private and Christian Democratic groups in Honduras are respon- 
sible for an extensive system of radio-schools providing adult lit- 
eracy and technical training to a broad audience in remote com- 
munities scarcely touched by government rural development efforts, 


The critical questions regarding such programs are: how repli- 
cable are they, and are they suitable models for larger scale, 
more bureaucratically managed programs? Many of these efforts 
have high hidden costs in the form of high-quality managerial in- 
puts; in those programs where managerial costs are not subsi- 
dized, costs tend to be very high, as in the case of many programs 
staffed by UNDP, UNESCO, and other international agency person- 
nel, Their multiplicity and individualism also raise a question re- 
garding replication: Which of the many programs are appropriate 
models for standardization on a mass scale? The missionary qua- 
lities which underlie their success unfortunately also lend them- 
selves to strongly held diverse formulas of techniques for develop- 
ment. Despite a common stress on motivation and a grass-roots 
approach, their proponents often point to quite different cultural, 
political, or economic variables as ''the key" that will turn vicious 
circles of poverty into beneficial circles of development, 


A second source of benefits to the poor, at the opposite extreme, 
are the large-scale, usually low-quality and poorly targeted govern- 
ment programs--chiefly schooling, health services, farm extension 
and credit, and community infrastructure projects, The content of 
what is delivered through these programs may be poor and is at 
times dreadful, be it overly academic authoritarian-value-oriented 
schooling, health services designed to provide curative medicine 
for local elites rather than preventive public health to rural inhabi- 
tants, or agricultural extension agents who are scarcely familiar 
with the ecology or culture of their assigned regions, Yet, even 
a program which is full of weakness may be better than none at all, 
Few would argue against mass primary schooling, even in an in- 
effective form, There is a strong correlation between countries 
with high human resource expenditures and more equality; e.g. 
many would relate the advanced social policies of the state of Kerala 
in India to its early commitment to mass literacy. And there surely 
has been some sense to the traditional opposition by landlords to 
educating peasants; even if ninety-nine of every hundred students 
return to plough the soil with nothing gained, the community as a 
whole may gain one literate leader. 


113 








Reformists continually shy away from the seemingly hopeless 
task of improving these service bureaucracies, preferring instead 
to set up parallel small-scale model programs aimed at inspiring 
(but usually fated to antagonize) the establishment, But the fact 
remains that the sheer size of these bureaucracies provides enor- 
mous leverage to even the smallest improvement, Judged by cost- 
benefit standards, they are grossly inefficient, but they must be 
considered as at least one approach to reducing absolute poverty, 


A third source of benefits to the poor is the spillover or leakage 
from programs and projects aimed either at better-off groups, or 
at overall economic growth with no deliberate targeting. Major in- 
frastructure projects fall into this category: a major road linking 
two industrial centers cannct help but provide access to a large 
number of rural inhabitants in between, Service innovations, such 
as government institutions to develop marketing channels for new 
farm exports, become available to small as well as to large farmers, 
There is now a widespread tendency to downgrade the potential for 
income improvement via spillover or trickle-down, This view, sup- 
ported both by wide evidence of growing dualism and slow employ- 
ment growth and by a belief in the power of exploitative arrange- 
ments, has served to support the more powerful reformist attacks 
on the rich. However, the additional efforts on behalf of the poor 
by radical regimes may be more than offset by the loss of modern- 
sector growth that results from attempts to squeeze, rather than 
substitute for, the capitalist sector where the gains from spillover 
from modern-sector growth are large, The potential spillover from 
such growth consists not only of modern-sector employment expan- 
sion but also of both the additional demand for small-scale service 
jobs in cities, and the leakage of benefits from capital and innova- 
tions intended for the modern sector, such as highways and new 
marketing arrangements, The degree of spillover will depend both 
on market features and on policy design; and the same is true of how 
redistribution affects growth, Both growth and redistribution are 
tools for raising low-end incomes, and the best policy mix for reach- 
ing the poor must consider the probable effect of each, 


Improving the market as a distributive mechanism, The two ele- 
ments of a redistributive strategy examined thus far--taking from the 
rich and giving to the poor--both entail considerable economic and 
political difficulties, One way to lighten the burden on these forms 
of redistributive intervention is to adapt the market to produce a 
more equitable distribution in the first place. In developing coun- 
tries, this could be done largely by redistributing the ownership of 
physical capital, and by reducing dualism in the productive structure, 
To what extent are such policies feasible? To what extent are they 
compatible with growth? 





The issue of property redistribution was discussed above under 
the heading of "'taking from the rich,"' It was argued that there is a 
substantial difference between the redistribution of land and of other 
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physical property, Land reform has by far a greater redistribu- 
tive potential for several reasons: it is likely to have broader 
political and social effects within the country-side that favor the 
poor; it is a way of reaching very poor groups directly; and often 

it is complementary and in some conditions perhaps a prerequisite 
to other policies needed to raise low-end incomes in the rural sec- 
tor (chiefly measures to raise the productivity of small farms), 

By contrast, nonagricultural business property can be nationalized, 
but there is no straightforward way of transferring that property 
income to the very poor, The poorer rural multitudes cannot be 
made shareholders or owners of productive modern urban proper- 
ties in any meaningful sense, i,e., with some ability to control 
their management, The only political arrangement that is likely 

to ensure the transfer of such property income to the very poor is 
a socialist government with the intention and power to prevent work- 
ers in the nationalized firms or other groups from appropriating 
that income, 


The second way to reduce market inequalities is to reduce dual- 
ism in the productive structure, i,e., to reduce the differences be- 
tween productivity levels in the modern and traditional sectors, 
This strategy works through employment creation, since it consists 
largely of making the modern sector more labor-intensive and thus 
employing more people in the modern sector with a given stock of 
capital, Reducing dualism in the productive structure should gen- 
erate a better income distribution for several reasons, First, 
wage differentials between the modern and traditional sectors will 
be smaller for either or both of the following reasons: labor- 
intensive firms require less highly skilled labor; and they are less 
vulnerable to unionization and wage pressures, Second, capital 
ownership is likely to be more evenly spread when firms are labor- 
intensive because such firms have fewer economies of scale, which 
leads to easier entry of new firms into the market and fo smaller 
scale production by many firms, Third, to the extent that dualism 
is caused by market distortions, and also, to the extent that dual- 
ism---whatever the cause--has generated wage distortions, reduc- 
ing dualism should increase efficiency and growth, and thus enhance 
market spillover to the traditional sector, Finally, there is the 
broader argument that income is more easily redistributed within 
a sector than between (modern and traditional) sectors. 


The potential for reducing productivity differentials naturally 
varies enormously between countries; dualism has become extreme 
in the oil- and mineral-rich countries, Once the distributive effects 
of dualism have created vested interests, it is politically more dif- 
ficult to undo these effects than it would be to prevent them, One 
major source of dualism consists of factor price distortions, and 
strong arguments have been advanced by economists that better 
pricing and allocation policies are likely to produce major long- 
run benefits in the form of faster growth and lesser inequality, If 
the short-run effects of such policy corrections on existing vested 
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interest groups could be minimized, e.g., by heavily subsidizing 
labor-intensive investments (through tax breaks and export bonuses 
for instance), then large distributive improvements would be brought 
about over the long run at the price of small, regressive govern- 
ment favors today. 


Less commonly noted, however, is a second major source of 
dualism: the growth of socialism or state capitalism, This is partly 
an ideological trend, but partly "an act of God": oil and mineral 
riches are thrusting socialism on many countries, because the enor- 
mous revenues from such sources are necessarily appropriated by 
the public sector, Governments are then strongly biased toward 
uses of those resources that are highly capital-intensive. The good, 
and perhaps most powerful, reason for that bias is the scarcity of 
entrepreneurial talent in government; and large-scale, capital- 
intensive investments are far cheaper in terms of managerial re- 
sources per dollar invested than would be a multitude of small-scale 
and regionally dispersed investments in labor-intensive enterprises, 
The bad reasons include corruption, which thrives with the purchase 
of large-scale capital goods, and the technocratic biases of many 
bureaucrats, These factors help to explain the paradox of regimes 
with strong socialist and egalitarian leanings, such as those in 
Algeria and Peru, which channel the bulk of their investible re- 
sources into projects that are highly capital-intensive rather than 
into the traditional sector or modern activities which employ more 
people, 


The prospects for reducing dualism are therefore highly variable 
among countries, Where the prospects are good, a potential exists 
for long-run improvements in income distribution or, at least, for 
avoiding growing inequality. Even in the best of cases, however, it 
is an indirect and slow tool for attacking low-end poverty, particularly 
in such largely agrarian countries as India and Indonesia, and should 
thus be considered a complement to more direct policies aimed at 
reducing poverty, 


[ Extracted from Chapter 1 of 
Income Distribution and Growth 

in the Less-Developed Countries, 
Charles R, Frank, Jr., and 
Richard C, Webb, editors, Copy- 
right © 1977 The Brookings Institu- 
tion, Washington, D.C. ] 
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Who Benefits from Development? 
Brazil in the 1960s 


Gary S. Fields 


[ Despite a common impression that the rich have improved their 
position at the expense of the poor during rapid growth of the Bra- 
zilian economy in the 1960s, it appears that the poor experienced 
relatively greater improvement and that the nation's "poverty gap" 
was significantly reduced. | 


One of the most interesting and controversial 
cases of recent economic development is that of 
Brazil. For the latter years of the 1960s and the 
first part of the 1970s, economic growth rates 
approached 10 percent per annum, On this basis, 
the Brazilian case was widely heralded as an 
"economic miracle, '' More recently, however, 
two challenges have arisen, One group of ana- 
lysts has looked with disfavor upon various so- 
cial policies which prevailed over the period, A 
second group examined the question of who re- 
ceived the benefits of this growth, found in- 
creases in income inequality according to con- 
ventional measures, and concluded that the poor 
benefited very little if at all. These observations 
have caused many students of development to ask 
whether the high rate of aggregate growth in Bra- 
zil was worth the apparent social costs, The con- 
sequent debate, involving Albert Fishlow, Carlos 
Langoni, and Celso Furtado, among others, has 
been intense and often acrimonious, resulting in 
widespread disagreement about the desirability of 
following Brazilian economic and social policies, 


The purpose of this paper is to reexamine one 
of these two challenges, namely, the distributional 
impact of Brazilian economic growth during the 


Dr. Fields is Associate Professor of 
Economics at Yale University, New Haven, 
Connecticut, 
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1960s. My results lead to a quite different interpretation from the 
conventional one, I will show that the poor in Brazil did participate 
in the rapid economic growth of the decade, Estimates presented be- 
low indicate that average real incomes among families defined as 
poor by Brazilian standards increased by as much as 60 percent while 
the comparable figure for nonpoor families is around 25 percent, 
However, since nonpoor families receive incomes which are much 
greater than those of poor families, the bulk of the growth of national 
income over the decade was received by families whose incomes 
placed them above the official poverty standard, Thus, it would be 
incorrect to say either that 1) in achieving a high rate of economic 
growth in Brazil the rich got absolutely richer while the poor got ab- 
solutely poorer, or 2) the incomes of poor families increased more 
slowly (percentagewise) than those of nonpoor families. 


In assessing the distributional consequences of Brazilian economic 
growth, this study explicitly adopts an absolute poverty approach, 
In so doing, it is at odds with much of the economic development 
literature which, while urging a poverty focus, has long relied on 
measures of relative income inequality and Lorenz curves, This 


TABLE |—BRAZILIAN Size DISTRIBUTION OF INCOME AND 
ECONOMICALLY ACTIVE POPULATION, 1960 AND 1970 








A. Variable Income Brackets 





Monthly Income in Percentage Percentage Monthly Income in Percentage Percentage 
1960 NCr$° of Population of Income 1970 NCr$° of Population of Income 
None 14.7 0.0 None 11.7 0.0 
0-2.1 22.3 5.2 1-100 31.7 8.0 
2.1-3.3 14.4 7.0 101-150 12.8 6.2 
3.3-4.5 10.5 7.4 151-200 15.6 10.6 
4.5-6.0 ER 12.3 201-250 4.5 3.9 
6.0-10.0 13.8 20.0 251-500 14.6 21.2 
10.0-20.0 8.2 22.2 501-1000 5.9 17.1 
20.0-50.0 2.6 16.4 1001-2000 2.2 13.0 
Over 50.0 0.5 9.4 2001 and over 1.0 20.1 
Mean (Current NCr$) 5.52 Mean (Current NCr$) 258.1 
Mean (1960 U.S. $ per year) 513 Mean (1960 U.S. $ per year) 679 
Gini Coefficient 0.59 Gini Coefficient 0.63 


B. Comparable Income Brackets" Cumulative Percentage of 











Percentage of Population Population 
Monthly Income in 

1960 NCr$° 1960 1970° 1960 1970° 
None 14.7 11.7 14.7 11.7 
0-2.1 22.3 23.8 37.0 35.5 
2.1-3.3 14.4 12.2 51.4 47.7 
3.3-4.5 10.5 11.0 61.9 58.6 
4.5-6.0 13.1 14.5 75.0 73.1 
6.0-10.0 13.8 9.4 88.8 82.5 
10.0-20.0 8.2 10.9 97.0 93.4 
20.0-50.0 2.6 5.0 99.6 98.4 
Over 50.0 0.5 1.6 100.1 100.0 





Source: Panel A, Albert Fishlow (1972), Tables | and 5. 
4Calculated from data in Panel A. 
b Approximations. 
©NCr$ (thousands). : 118 


paper does not merely offer ''one more measure"; it is, rather, the 
use of a different type of measure that causes divergent results, 


Basic Results and the Customary Interpretation 





The best known study of economic growth and changes in the size 
distribution of income in Brazil over the decade of the 1960s is that 
of Fishlow (1972). The basic data are reported in Panel A of Table l, 
Looking first at the level of income, the mean income among the eco- 
nomically active population in constant U.S, dollars increased from 
$513 in 1960 to $679 in 1970, a real increase of 32 percent, 


At first glance, however, the data on income distribution seem to 
tell another story. We see that the upper 3,2 percent of the econom- 
ically active population received 27 percent of the income in 1960; by 
1970, their share has risen to more than 32 percent, In addition, 
the Gini coefficient rose from 0.59 to 0.63, seemingly implying a 
less even income distribution, A second study of Brazilian growth 
over the same period, by Langoni (1972), arrives at basically the 
same changes in the income distribution, 


Virtually all studies on the distributional consequences of economic 
development have maintained (usually implicitly) that changes in eco- 
nomic well-being are positively related to changes in the level of 
national income and negatively related to changes in measured in- 
equality in its distribution, using such measures as the Gini coeffi- 
cient or the share of income accruing to the poorest 40 percent, In 
accordance with this type of judgment, Fishlow's interpretation of 
the rising Gini coefficient and income share of the very richest is the 
following: ''The conclusion that inequality has increased over the 
course of the decade accordingly seems correct, if lamentable, '' 


The resulting 'worsening'' of income distribution in Brazil has been 
widely accepted, 


A Reexamination 





Distribution of the Benefits of Growth, The fundamental question 
underlying the analysis of income distribution in economic develop- 
ment is this: who (as classified by income class or other socio- 
economic criteria) receives what share of the proceeds of economic 
growth? The ideal way to answer this question would be to follow the 
same sets of individuals over a period of time to see how their in- 
comes change, and how these changes relate to their initial income 
positions and other characteristics, The type of longitudinal data 
needed to do this do not exist for Brazil. In their absence, we must 
rely on frequency distributions of the population by income class, 





To measure changing absolute incomes, the numbers presented in 
Panel A of Table 1 do not quite suffice, because they have different 
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income brackets in the two years, Lacking the raw data with which 
to make an exact fit, it is necessary to take the income brackets for 
one year as a base and to approximate the frequency from the other 
year in each category, The actual distribution for 1960 and the ap- 
proximate values for 1970 are shown in Panel B of Table 1, 


The most striking feature of these data is that the cumulative per- 
centage of population was lower in 1970 than in 1960 for every income 
bracket, This means, very simply, that the economic growth which 
took place over the decade reached persons at all income levels, and 
not just those at the top, With a growing population, these data imply 
that the Brazilian economy was able to create opportunities for its 
economically active population to earn higher incomes at a faster rate 
than its labor force was expanding. These findings clearly refute the 
notion that the rich got absolutely richer while the poor got absolutely 
poorer in Brazil during the 1960s. 


Income Growth of the Poor and Nonpoor, The analysis may be ex- 
tended to compare the income growth of the poorest groups with that 
of all others, Something like 31 percent of Brazilian families were 
"poor'' in 1960 by Brazilian definitions, Since it is not possible to 
identify these families exactly, we may suppose that those persons 
in the two lowest income brackets (i. e., less than 2.1 NCr$ constant), 
which in 1960 comprised 37.0 percent of the population, were below the 
poverty line. From now on, we will refer to these persons with in- 


comes below 2,las ''the poor" and the rest of the population as "the 
nonpoor, '"' 





Considering first the question of changing numbers of poor, we see 
from Panel B that there was a small decrease in the percentage of the 
economically active population with incomes below the poverty line, 
from 37.0 to 35.5 percent, There was not a higher incidence of pov- 
erty in 1970 than in 1960, as might have been supposed from the 
rising inequality coefficients, Neither, though, was the incidence of 
poverty substantially reduced, 


Next, let us compare the rates of growth of incomes among the poor 
as opposed to the nonpoor (calculations omitted), We see that the poor 
became noticeably less poor; their incomes are estimated to have 
grown by 63 percent over the decade, while the average for all others in 
the economically active population rose by 28 percent. The incomes of 
the poor appear to have grown at a rate more than double that of the 
nonpoor, This reinforces the earlier observation that the rich in Bra- 
zil did not benefit during the 1960s at the expense of the poor, 


Is the 1970 distribution of incomes between poor and nonpoor more 
or less equal than the 1960 distribution? The answer depends on how 
one defines "equal, '' If absolute real income differentials are our 
standard, we observe that the absolute gap widened by about 25 percent, 
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However, this gap was a smaller percentage of per capita income in 
1970 than in 1960: 1,27 as compared to 1,36. Furthermore, if we 
take relative income ratios as our standard for comparison, we find 
a reduction of the ratio of nonpoor to poor incomes by about 20 per- 
cent, The interpretation of these figures is a matter of individual 
judgment, 


Now let us address the question of how much of the economic 
growth over the decade went to the poor and how much to the non- 
poor, I have devised a methodology [ described in another paper] for 
decomposing total economic growth into four effects pertaining to the 
enlargement of the various sectors and the enrichment of persons 
within them. The outstanding result is that the bulk of economic 
growth in Brazil (82 percent) accrued to persons who had been above 
the poverty line in 1960. Of the total growth, only about 16 percent 
went to the poor. Of this, 6 percentage points went to elevating for- 
merly poor persons above the poverty line, while the other 10 percen- 
tage points served to make the remaining poor somewhat better off, 


In interpreting this pattern, two considerations should be borne in 
mind, For one thing, it is not really surprising that most of the eco- 
nomic growth of a country would be received by the nonpoor, Higher 
income persons in general have superior access to income-earning 
opportunities. Many countries develop by creating more employ- 
ment for professional and skilled workers, and persons qualified for 
such jobs are likely to have been earning above the poverty line to 
begin with. In addition, there is the simple mathematical fact that 
"the poor'' cannot receive a very large share of the income growth 
before they are no longer poor, If we compare the percentage of 
growth accruing to the poor in Brazil (16 percent) with the same 
figure for the United States for the same decade (20 percent), we find 
that the results are not very different, despite the reputation of the 
United States as a relatively more egalitarian society, 


Finally, we may examine the extent to which the Brazilian economy 
closed its 'poverty gap'' during the 1960s, The poverty gap is calcu- 
lated as the sum of the differences between each poor person's (or 
family's) income and the poverty line, Poor persons in 1960, who 
comprised 37.0 percent of the population (P), received an average 
income of NCr$0.8. The poverty gap then was: 


($2.1 - $0.8) x 37.0% P = $0,481P 
Similarly, for 1970, we have: 
($2.1 - $1.3) x 35.5% P = $0, 284P 


Expressed as a percentage of population, the amount of the poverty gap 
made up during the 1960s is the sum of two components: that part of 
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the increase in incomes which elevated some of the poor up to the 
poverty line, plus the increase in incomes of those who remained 
below the line, For Brazil between 1960 and 1970, the amount made- 
up was $0.199P, The percentage of the poverty gap made-up in Bra- 
zil over the decade is 41 percent, (Coincidentally, in the United 
States the poverty gap was reduced by exactly the same percentage, 
41 percent, over the same period, much of which comprised the 

'War on Poverty" years of the Johnson Administration, ) 


Summary. Changes in income distribution in Brazil over the 
decade of the 1960s were the following: 


1) The entire income distribution rose in real terms, benefiting 
every income class, 


2) There was a small decline in the fraction of the economically 
active population classified as below the poverty line, and those who 


remained poor received markedly higher incomes (in proportional 
terms), 


3) The percentage increase in income for those below the pov- 
erty line was greater than the increase for those not in poverty, 


4) The relative income gap between poor and nonpoor persons 
narrowed in terms of ratios but widened absolutely. 


5) The bulk of the income growth over the decade accrued to 
persons above the poverty line, (A similar pattern is observed for 
the United States, an allegedly more egalitarian society. ) 


6) The poverty gap in Brazil was reduced by 41 percent between 
1960 and 1970. (The United States reduced its poverty gap by exactly 
the same percentage over the same decade.) 


How it Happened 





How was the Brazilian economy able to shift its entire income dis- 
tribution and eliminate a considerable percentage of its poverty gap 
during a decade of growth? The basic dimensions of change are given 
in Table 2. For three-quarters of that country's economically active 
population, wages were the only source of income, and the income 
received by wage earners was 71 percent of the total, It follows, 
therefore, that the changing income distribution has its primary 
origin in a changing labor market, 


Earnings are higher in urban than rural areas, and higher in in- 


dustry than in agriculture, Thus, a shifting income distribution and 
reduction of poverty could result from the transfer of the population 
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Table 2. Some Aspects of Brazilian Labor Markets in the 1960s 








Income Source, 1970" 





Wage earners as percentage of income recipients 74° 
Income received by wage earners as percentage of total 1% 
Median Earned Income By Rural-Urban, 1960 (approximate) 
Urban and suburban households Cr$1,250 
Median Earned Income By Economic Sector, 1970 (approximate) 
Industrial NCr$195 
-Agriculture 110 
All sectors 165 
Population (in millions) 1960 1970 Growth 
Total 70.1 93.2 E 2 yes 
Urban 32.5 $2.1 60"; 
Rural 37.6 41.1 + a 
Real Output By Sector, 1949 = 100 
Industrial 261.4 511.8 965; 
) Agricultare 156.1 239.5 oh 
Total real product 205.7 368.5 ry ss 
Employment By Sector (in millions) 
Industrial 3.0 5.8 Lee 
Agriculture 22 13.1 se 
Total economically active population 22.6 29.5 30°, 
Employment By Occupational Type (in thousands)‘ 1960 1969 
Primary: Agricultural activities, vegetable extrac- 
tion, and fishing 12,271 12,533 Py A 
Secondary: Mineral extraction, industrial produc- 
tion and services, and construction 2,791 5,476 96°. 


Tertiary: Professionals, sellers of services 

(including repairmen and domestic workers), 

merchants, transport and communication 

workers, and civil servants (including police 

and army) 5.341 11,082 107°, 
Others not elsewhere classified 2,248 873 





8Comision Economica para América Latina (1974), p. 22. 


from rural agriculture to urban areas in general and to the industrial 

sector in particular, This is just what happened. The urban popula- 

tion grew nearly twice as fast as the total population and more than 

six times faster than the rural population, which can only be due to 
S- substantial rural-urban migration, Rates of growth of output and 
employment in the industrial sector were higher than in agriculture, 
ven The changing sectoral distribution of the labor force is reflected as 
ve well in the occupational distribution, the number of jobs at the low- 
est occupation levels increasing by just 2 percent over the decade, 
the number of jobs at higher levels doubling. 


| What caused labor market conditions to change as they did? The 
answer goes to the very heart of the Brazilian economic model, The 
‘ main points of contention concern the role of government policy, par- 
d ticularly in four areas: industrialization and stabilization, interna- 
n tional trade, government wage policy, and education. It is well 
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beyond the scope of this paper to attempt to pass judgment on the 
merits of the opposing viewpoints: how much of the improvement 
in labor market conditions is due to economic growth itself, and 

how much to government policy, remains an unsettled issue, 


Beyond the specific questions pertaining to the particular case of 
Brazil, this study raised a fundamental issue of general applicabil- 
ity, namely: how should distributional concerns be brought to bear 
in evaluating a country's economic development? When a country's 
high income sector enlarges to absorb an increasing share of the 
population, the more rapid alleviation of poverty is invariably ac- 
companied by greater measured inequality in the early stages, 
When growth takes place in this fashion, should rising inequality 
be interpreted as a "worsening" of the income distribution, or as 
an emotively neutral statistical artifact inherent in the very nature 
of this class of relative inequality indices? I would tend to opt for 
the latter, There is no necessary concurrence between judgments 
based on absolute-income and relative-inequality distributional 
studies, 


What all this comes down to is whether we wish to give greater 
weight in our assessments of the distributional consequences of econ- 
omic development to the alleviation of absolute poverty, or to the nar- 
rowing of relative income inequality. This is a matter of value judg- 
ments, on which individuals may differ. Personally, Iam most 
concerned about the alleviation of absolute poverty among the very 
poorest, and have made use of measures with this explicit focus to the 
virtual exclusion of the rest of the income distribution, In so doing, I 
am not taking a position of favoring the social measures adopted in 
Brazil. But I believe that the participants in the Brazil debate who 
assign heavy weight to changes in the usual indices of relative income 
inequality, suchas rising Gini coefficients, and who interpret these in- 
creases as Offsets to the well-being brought about by growth, have over- 
looked important tendencies toward the alleviation of poverty, 


[ Extracted from ''Who Benefits from 
Economic Development? - A Reexam- 
ination of Brazilian Growth in the 
1960s. '' The American Economic 
Review, Volume 67, Number 4, Sep- 
tember 1977, pp. 570-81. Copyright © 
American Economic Association, 
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